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Key Figures
MorphoSys Group (in million €, except share and personne! data)

IFRS

12/81/2008 | 12/31/2004 12/31/2003

Results
Revenues 33.5 22.0 ) 15.3
Cost of Goods Sold 2.5 .............. 09 -------------- -
R&D Exper_wf_es o 13.6 1.4 90
_____ S i_(S&}&-'-E';benses - 10.1 7.5 7.2
Personnel Expenses (Excluding
Stock-Based Compensation) s a1 7.5
Depreciation 0.9 0.7 0.5
----- A mortization of lntangible-}gs“s'gt.; 2.7 20 1.5
Profit/(Loss) from Operations ez 0.6 3.1)

EBITDA (Earnings before Interest,
Taxes, Depreciation and Amortization,

Excluding Stock-Based Compensation) 10.0 4.6 1.8

Net Profit/(Loss) 47 03 (3.1)
Balance Sheet T o

Total Assets 80.1 558 42.9

Cash, Cash Equivalents and

Marketable Securities 53.6 37.2 23.2

Intangible Assets o 24 128 14,5

Total Liabilities 16.1 16.4 15.6
____ S 'F_Qckholders’ Equity 640 39.4 27.3
MorphoSys Share .

Number of Shares Issued 6,025,863 5,438,852 4,901,332

Net Profit/(Loss} per Share

(Diluted) (in €) 0.83 0.05 (0.72)

Dividend (in €) - — .

share Price (n€) 4132 3810 1114

Personnel Data

Total Group Employees (number) 172 132 95
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MorpheSys is one of the world's leeding biotechnology companies foeusingon
fully humean antibodies. With its proprietary technologies, MorphoSys is developing
the next generation of entibodies not only for research end disgnostics purposes, =
but elso as highly effective and precise therapeutics, HuCAL® (Humen Combingte- =
riel Antibody Library) is & very powerful technology for the rapid and sutomated

production of specific antibodies. The most distinctive feature of the lbrary isfts =
unigue capability to eptimize fully human antibedies to predefined specifications, -~ =1
allowing MorphoSys researchers and their partners to “Engineer the Medicines of = =
Tomorrow.” MorphoSys has been sucecessful in esteblishing @ number of partner-
ships with renowned pharma and biotech compeanies as well as research institutes
and universities. MorphoSys’s goal s to establish HuCAL GOLD® as the technology w
of cholee for antibedy generation in all market sectors. =
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Dear Shareholders,

After a year in which MorphoSys enjoyed considerable success, I am delighted to be able to
present you with our 2005 Annual Report. For MorphoSys, growth in the past year has
meant, first and foremost, a fundamental strengthening of our two core business segments.
The development of therapeutic antibodies and the marketing of antibodies as high-quality
research tools have both advanced significantly, so that for the second year in succession,
we achieved an increase in revenues of almost 50 %. After the nominal profit of 2004, the net
result in this year, boosted in particular by performance-based success payments from our
partners in the core therapeutics business unit, amounted to around € 4.7 million. We enter
2006 stronger than ever before, while growth prospects continue to be very attractive.

In therapeutic collaborations with partners, we have considerably enhanced our market share.
With three new partners in 2005, we achieved one of the best annual results in this business
segment. Each of these three new partnerships has a special significance for MorphoSys over
and above the purely financial aspects.

First, the agreement with Shionogi, one of Japan’s top ten pharmaceutical groups, is a break-
through in a new geographical market for our HuCAL technology: Asia. Japan, in particular,
is a very attractive market for both of our business segments and is registering a very encour-
aging growth rate. MorphoSys laid the foundations for this success in 2004 by entering a stra-
tegic marketing relationship with Tokyo-based GeneFrontier Corporation. With GeneFrontier’s
help, we aim to further develop this market and secure a second Japanese pharmaceutical
group as partner in 2006.

Second, our agreement with the pharmaceutical group Eli Lilly in September 2005 brought
MorphoSys’s last ongoing patent dispute to an end. We have again displayed our ability to
resolve a complex issue and, in this case, turn it to our advantage in the form of a new coop-
eration. Our Company has therefore removed the final area of uncertainty and now enjoys
unchallenged freedom to apply and commercialize both the HuCAL technology and products
derived from it.
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Dr. Simon E. Moroney
Chief Executive Officer

LETTER TO THE SHAREHOLDERS

Third, in December 2005, we entered an important agreement with the U.S. pharmaceutical
group Merck & Co. Merck became the tenth company from the world pharmaceutical indus-
try's top 20 to adopt our proprietary technology in its research and development programs.

The Company’s own development programs remain an important, albeit a smaller, part of our
overall activities in the field of therapeutic antibodies. It has always been our intention to
find development partners for these projects, and we originally wanted to enter a first partner-
ship in 2005. We have very clear ideas as to the form of such an alliance and the conditions
under which the projects should be pursued. During 2005, we were not able to match our ex-
pectations with those of a potential licensee, and we therefore chose not to partner any of the
projects. As a result, we have conducted a thorough review of our own therapeutic antibody
development and are taking steps to strengthen this side of the business. More specifically,
we intend to focus the majority of our efforts on one of the programs, MOR133—an antibody to
treat various inflammatory conditions—in an effort to maximize our chances of success.

The research antibodies business segment gained more in importance for us in 2005 as its
contribution to total revenue increased. There are several reasons why the market for research
antibodies is very attractive for us, but there was one key argument behind our decision to in-
tensify our investment in this area: MorphoSys is firmly convinced that the market is on the
brink of a technological revolution, and will increasingly turn tc modern, synthetic methods of
antibody development like HuCAL. We are at the forefront of this trend.

The integration of the Biogenesis Group, which was completed during the year, resulted in the
creation of a research antibody segment combining two elements: an extensive catalog busi-
ness and broad customer base with our innovative technology that enables antibodies to be
generated more quickly, better and according to precise specifications. MorphoSys intends
to exploit this combination to extend the penetration of HuCAL antibodies into the research
antibody market. Strong sales and marketing is the key to our ability to succeed in this
endeavor, and MorphoSys will avail itself of opportunities to strengthen these areas further.
A substantial step was taken with the acquisition of the Serotec Group in January 2006.
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A real highlight in 2005 was the appointment of a new Chief Scientific Officer, Dr. Marlies
Sproll. 1t is a decision that I welcome, both professionally and personally. A key aspect of

Dr. Sproll’s work will be to drive the development of the Company’s own technology, so that
MorphoSys remains a leader in antibody generation. Dr. Sproll will also focus on strengthen-
ing our own drug pipeline in 2006 and beyond.

At the end of 2005, the share price of MorphoSys AG was 8% higher than at the beginning of
the year. MorphoSys has firmly established itself in the TecDAX, the important technology
index of the Frankfurt Stock Exchange. In a move designed tc make it easier for U.S. investors
to trade in our shares, we launched an ADR Level [ program at the beginning of 2006. Also
contributing to an expansion of our institutional shareholder base was the successful com-
pletion of a private placement financing during the year, in which approximately 10% of our
share capital was placed with predominantly European investors.

MorphoSys starts the year 2006 with confidence and has set itself ambitious goals. In our core
business segment, Therapeutic Antibodies, we aim to increase our market share yet further by
adding to the already extensive pipeline of partnered projects. We also intend to bring our
own therapeutic program forwards. In the Research Antibodies segment, successful integration
of the Serotec Group will be the focus of activities in 2006. Altogether, our efforts in the two
business segments are focused on near- and long-term growth through intelligent exploitation
of our proprietary antibody technologies.

The year 2005 was a very successful one for MorphoSys. [ would therefore like to extend my
sincere thanks to all employees of the new MorphoSys Group for their dedication and hard
work over the past year. At the same time, I look forward to working with our new employees
from the former Serotec and Biogenesis companies to continue the MorphoSys success story.
Finally, [ would particularly like to thank you, our shareholders, for your continued trust and
interest in our firm. No doubt you will join me in wishing the Company well for a successful
2006.

/h,p}.)wu—?z

Dr. Simon E. Moroney
Chief Executive Officer




MerphoSys's Presence Werldwide

In 2008, MerphaSys made significant pregress in establishing HuCAL GOLD &s & werldwide
indlustrial stendard beth for the development of therapseutic antibedies end &8 & key seuree
of research tools. Having ecquired and integrated the Blogenesis and Serotee Groups, the Cem:
pany now hes en established Internationsl presence, with sites in the United Kingdem and
the all-impertant U.S. market. The comivined eustomer and seles networt of the therapeutic
and resesrch divisiens of MerphoSys now spans the globs. As part of its stralegy to penstrate
new markets during the year, MorphoSys successfully entered inte its first partnership with an
Aslan phermaceutical group. MerpheSys's geal is to devalep these attrastive iile sclencas
markets further and te more firmiy establish fts HuCAL technelegy &s & recognized, high-quality
approach for generating & wide range of antibedies.
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Market and Strategy -
Sights Set on Profitable Growth

The pharmaceutical industry continues to show great interest in therapeutic monoclonal
antibodies. In fact, the potential benefits, as well as the therapeutic success of this class of
drugs, have, at times, exceeded even the pharmaceutical industry’s expectations. In 2005, the
17 antibody drugs currently approved for the market generated total sales of approximately
US$ 12 billion —a year-on-year growth of around 20%. This growth has spurred numerous
pharmaceutical companies to increase their investments in the sector, resulting in a higher pro-
file for MorphoSys. For example, MorphoSys signed three new partnerships in 2005 and sig-
nificantly extended four existing collaborations. Going forward, the Company will capitalize on
the strength of its antibody partnership core business to take significant steps into new mar-
kets. In this way, MorphoSys should be able to leverage its longer-term growth opportunities,
while also reducing overall risk.

In 2004, MorphoSys reached a financial inflection point, posting a net profit for the first time.
In 2005, the Company’s goal was to increase its profit significantly. MorphoSys subsequently
reported a net profit of € 4.7 million on total sales of € 33.5 million, a 15-fold increase over
2004.

That said, MorphoSys continues to see itself as a technology-oriented, high-growth company. As
such, the Company needs to explore new paths to exploit its potential for further growth. Lucra-
tive opportunities—due to new regional markets as well as to new applications for proprietary
technologies and products—exist in both main business segments in which MorphoSys current-
ly operates: therapeutic antibodies and research antibodies. Thus while the Company’s goal
is to grow rapidly, and maintain profitahility in order to remain independent of the capital
markets, it also plans to reinvest a portion of this profit in order to grow.
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Barbara Krebs
Senior Director, Head of
Business Development

Strength of Core Business with Therapeutic Agents

The successful development of MorphoSys’s core therapeutic antibody business in 2004 con-
tinued unabated in 2005. During the year, the Company announced three new key licensing
agreements with top pharmaceutical companies: Eli Lilly & Company, Merck & Company, Inc.,
and Shionogi& Co. MorphoSys also significantly expanded its existing collaborations with
Bayer and Boehringer Ingelheim. Both have secured access to MorphoSys’s HuCAL GOLD
technology for the next five vears, as well as the right to initiate new therapeutic projects, in
addition to projects already in development.

New therapeutic antibody projects have already begun with existing partners, Schering AG,
Centocor, Inc., and others. Overall, MorphoSys’s drug pipeline grew from 24 to 29 active partner
projects by the end of 2005 —the third successive year of growth. At the time of writing, ad-
ditional projects in our portfolio are nearing the clinical development stage—a point at which
MorphoSys would benefit financially from substantial milestone payments. All in all, MorphoSys
considerably raised its market share in the therapeutic sector during the past year, and ten of
the 20 biggest pharmaceutical groups are currently working with our technologies.

As mentioned earlier in this report, the overall market for therapeutic antibodies developed
positively in 2005. Even negative reports such as the withdrawal from the market of the multi-
ple sclerosis drug Tvsabri®—distributed by Biogen Idec and Elan—at the end of February 2005
cast no more than a fleeting cloud over the sector’s prospects. Although no new therapeutic anti-
bodies were approved in 2005, total sales for the 17 antibody drugs currently on the market
increased by 20 % over the prior year to approximately US$ 12 billion. Six of these antibodies
achieved blockbuster status, with annual sales for each in excess of US$ 1 billion. Other anti-
bodies are fast approaching this target.
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It is, therefore, no surprise that leading pharmaceutical companies are keen to invest in this
class of drugs and related innovative technologies which offer such major benefits. This is illus-
trated by three industry acquisitions last year. In July 2005, pharmaceutical group Roche ac-
quired the Swiss-based GlycArt Biotechnology AG for approximately € 150 million in an effort
to develop its expertise in therapeutic antibody research. In August 2005, Pfizer paid an undis-
closed sum to acquire the privately held Bioren, Inc. Pfizer described the acquisition as a step
towards accelerating the development of targets for therapeutic antibodies as well as improving
existing candidates which would strengthen Pfizer's commitment to the field of therapeutic
antibodies. Both acquired companies had developed technologies that may further improve the
effects of therapeutic antibodies. Last but not least, in December 2005, Amgen announced the
acquisition of Abgenix for almost US$ 2.2 billion.

These three transactions are solid indications of the pharmaceutical industry’s interest in this
class of drugs and the confidence placed in the future of this business segment. As a result,
MorphoSys believes itself to be ideally positioned to participate in this trend on a long-term basis.

Foothold in Japanese Market

In 2005, MorphoSys achieved a major milestone toward its goal of expanding into Asia and the
Japanese market in particular. At the beginning of Septemher 2005, MorphoSys signed a three-
year agreement with the Japanese pharmaceutical group Shionogi&Co. Currently the eighth
most important pharmaceutical company in Japan based on annual sales, this is the first thera-
peutic partner in the Far East to use the HuCAL GOLD antibody library to support its own phar-
maceutical research.

The inflection point for development of the Far East pharmaceutical market occurred in Septem-
her 2004. At that point, MorphoSys had already received its first orders from Japan, thanks
to its Antibodies by Design business unit. However, the Company had not managed to form a
collaboration with an Asian pharmaceutical group. To do this, MorphoSys signed with a local
partner—the Tokyo-based GeneFrontier Corporation. Approximately one year later, combined
efforts to develop growth opportunities for MorphoSys in Japan and to establish HuCAL as a
well-known brand for antibody development led to the agreement with Shionogi.
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After the U.S,, Japan is the second largest national pharmaceutical market in the world. In
2004, the country’s ten most important pharmaceutical groups generated sales of approximate-
ly US$ 38 billion. At the same time, they invested over US$ 6.5 billion in internal research.
However, in recent vears, foreign companies such as Pfizer, Roche and Novartis have managed
not only to obtain market share, but also to increase their influence in the Japanese market. The
Japanese industry is currently in the process of liberating itself from this pressure. To do so,
companies are merging to form larger entities, while also consolidating their own internal re-
search efforts. Numerous groups, including Shionogi, have initiated programs to modernize the
technology involved in the research and development of drugs. Based on this, MorphoSys rec-
ognizes a unique opportunity to expand its presence in Japan.

In addition to the pharmaceutical landscape, Japan’s burgeoning life sciences market repre-
sents another opportunity for growth. While the number of biotechnology companies in Japan
is still limited, industry sources estimate that the number will multiply quickly over the next
five years. The fact that academic research organizations in Japan receive subsidies from the
government is particularly significant. The ability for MorphoSys to forge new partnerships
with Asian pharmaceutical and biotechnology companies is, therefore, increasing as is the number
of potential customers for its research antibodies business.

List of Top Ten Pharmaceutical Companies in Japan (by Sales 2004)

[ Turmever H ReD Cost J
in Gilllon USS in bilion USS
1. Takeda 8.2 1.2

2 astelas' 69 1.4

3. Daiichi Sankyo? 5.5 i 1.1
4. Esai ' 50 0.720
5. Otsuka 37 0.500
6. Chugai ) 26 0.450
7. Mitsubishi Pharma 18 0.480
8. Shionogi 1.6 0.280
9. Ono 13 0.250
10.Tanabe 1.3 0.230

' Merger between Yamanouchi and Fujisawa
? Merger between Sankyo and Daiichi Pharmaceuticals




Dieter Lingelbach

Senior Vice President, Head
of AbD, Managing Director
MorphoSys UK Ltd.

Joanne Crowe
Senior Director Head of
Sales and Marketing, AbD

Dr. Achim Knappik
Senior Director,
Head of R&D, AbD

Expansion in Research Antibodies Segment

In 2005, MorphoSys made its first ever company acquisition in the shape of the Biogenesis
Group. Integration was effectively completed within nine months. The acquisition, an impor-
tant and forward-looking step in terms of MorphoSys’s company development, was instrumen-
tal in establishing a powerful research antibodies segment for the Company. For MorphoSys,
the new Research Antibodies business unit is a strategically significant additional source of
revenue that supplements the business with therapeutic antibodies. Going forward, MorphoSys
plans further consolidation, while establishing the unit as a platform for continued growth. In
line with this strategy, MorphoSys acquired the Serotec Group in January 2006. Serotec was
one of the top three research antibody suppliers in Europe and the combined company can be
considered one of Europe’s leading dedicated supplier in this space.

In 2005, research antibodies generated sales of € 4.3 million, representing 13 % of MorphoSys’s
total sales and up about 440 % compared to 2005.
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MARKET & STRATEGY

A Market in Upheaval

The research antibodies market is currently undergoing a period of technological and structur-
al upheaval. MorphoSys views these developments as strong incentives to remain active in the
market and as excellent opportunities for future growth.

Until recently, all research antibodies were developed using outdated, animal-based technolo-
gies—a method which has proven less than ideal from both an end-product and timing perspec-
tive. For today’s customers, speed and diversity of the product range are hecoming increasingly
important, and these are both areas of particular advantage for MorphoSys’s proprietary tech-
nology. Modern research is also constantly discovering new proteins, representing potential
target molecules for scientists. New research antibodies are, therefore, needed if these proteins
are to be characterized. MorphoSys is confident that the market as a whole is ready for a tech-
nological shift and that in the mid to long term, animal-based methods will be replaced by in
vitro approaches such as the Company’s HuCAL GOLD technology. MorphoSys is at the fore-
front of this change.

It is not only the technology, but also the structure of the heavily fragmented market for re-
search antibodies that is evelving. Consclidations are expected in the next few years, whereby
the currently large number of suppliers will merge to form a smaller number of larger entities.
One example of such consolidation in 2005 was provided by Invitrogen Corp., based in the U.S,,
one of the largest suppliers of research tools of any kind. During the year, Invitrogen acquired
three research antibody companies: BioSource International, Caltag and Zymed Laboratories.
For these acquisitions, Invitrogen invested a total of US$ 210 million.

Rebranding: AbD—Antibodies Direct

At the end of the third quarter of 2005 and only nine months after the acquisition, MorphoSys
had largely completed the integration of the Biogenesis Group. The division now markets MorphoSys’s
core technology for research antibodies using a clear strategy targeting the main sectors of this
market. The “Research Antibodies” combined business unit currently includes the three brands
“Antibodies by Design”, “Biogenesis” and “Serotec”. Going forward, all three research antibodies
business units will operate under the umbrella brand “AbD— Antibodies Direct”.
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Focus on Main Market Segment

The research antibodies market overall has posted growth rates of about 10—15% per year over
the last years. Scientists around the world are currently spending more than US$ 800 million
annually on such tools.

MorphoSys’s Research Antibodies business unit is currently active in three market segments.
First, Biogenesis offers its customers ready-made research antibodies in stock via a sales
catalog and a global distribution network. This catalog business is the largest segment in the
research antibodies market. In addition to representing a growing branch of business, it is also
a potential portal through which to access other business sectors in the future.

MorphoSys has also been active in the field of modern, customer-specific research antibodies
since the founding of our Munich-based Antibodies by Design business unit in 2003. This busi-
ness unit supplies newly developed antibodies based on our HuCAL technology to custom-
ers around the world who wish to investigate a novel protein using specific research antibod-
ies that cannot be found in any sales catalog. Customers include scientists at universities and
other research institutes, as well as scientists involved in pharmaceutical and biotechnology
research. Existing Biogenesis customers interested in new research antibodies also have the
opportunity to use services provided by the Antibodies by Design business unit. This new
option has been well received and has resulted in new orders for MorphoSys’s products from
the Biogenesis sales network,

MorphoSys intends to use its HUCAL technology to introduce additional new products at
Biogenesis. Over the last few months, Antibodies by Design and Biogenesis have worked to-
gether proactively to develop the first HuCAL-based antibodies against new target molecules,
which have been incorporated into the sales catalog. Some of the recombinant research anti-
bodies were identified as part of Antibodies by Design’s active research partnerships with
other companies.

The third market segment for this division is the contract antibody manufacturing service
for major customers. In this segment, Biogenesis manufactures antibodies on a large scale,
from 10 mg to 10 g, in accordance with customer specifications. Thanks to the acquisition of
the Biogenesis Group, MorphoSys has added several key customers in this field to its cus-
tomer base.
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MorphoSys is currently active in two areas, therapeutic antibodies and research

antibodies. In the therapeutic sector, MorphoSys is developing new antibody-based

drugs, both for its own account and in collaboration with partners. In the research

sector, MorphoSys is a major provider of antibodies and related technologies which

are used as tools to support scientific research. Since HUCAL GOLD, MorphoSys’s

core technology, is the source of highly specific antibodies for both markets, the Com-

pany is able to participate in the growth of both sectors. HUCAL antibodies function in

various ways to meet the demands of biological research, diagnosis, and therapy.

Antibodies can accurately find and detect almost any mole-
cule. These binding partners, also known as target molecules
or antigens, are often parts of proteins, which are the most
important components of living cells. Antibodies are therefore
ideal “search engines” for detecting minuscule amounts of a
particular target molecule, and are used daily as tools, or rea-
gents, in research laboratories worldwide. In 2004, researchers
spent approximately US $ 800 million on antibodies.

Antibodies also play a crucial role in diagnosing various condi-
tions, such as testing blood serum for the presence of various
pathogens. Arguably their most important application is as
drug treatments. Companies must invest in many years of in-
tensive research and trials as well as meeting part of the high
development costs before an antibody is approved for use as
a therapeutic agent. At the moment, 17 antibodies are avail-
able as drugs.

ANTIBODIES {N THERAPY AND RESEARCH
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Antibodies as Tools in Basic Research and Diagnostics

All methods of discovery in biotechnology and medicine are
based on an understanding of fundamental biological proc-
esses and living systems. Which structures in the cells of
living organisms carry out which functions? How do these
structures communicate with each other and how is their
malfunction connected with particular diseases? How do
chronic diseases such as cancer or Alzheimer’s disease
develop?

Antibodies lie at the heart of the various laboratory tech-
niques used to address these questions. They are powerful
tools in basic research because they recognize their anti-
gens with outstanding specificity. This allows researchers to
identify molecules that cannot be seen with the naked eye,
and, by manipulating these molecules, to draw conclusions
about the function of proteins of interest.

ANTIBODIES IN THERAPY AND RESEARCH

Antibodies are also routinely used for verification in various
areas of diagnostics and analysis. Common applications in-
clude the detection of viral or other types of infection, rec-

ognition of allergies, and measurement of hormone levels in
blood. They are also used in environmental analysis to pro-
vide evidence of contamination or the presence of harmful

chemical substances.

Antibodies to Fight Disease

Antibodies are an essential compeonent of the human im-
mune system. Using antibodies to fight disease is a logical
extension of their natural role, and researchers have been
warking on such applications for decades. All therapeutic
applications of antibodies are based on their ability to rec-
ognize specific target molecules. For example, antibodies
use a variety of methods to recognize and attack tumors.
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Viral proiein 1. Antibody 2. Antibody with enzyme

Testing for infections is often performed by testing for antibodies
produced in response to an infectious agent, rather than by testing
directly for the infectious agent. An example of such antibody-based
diagnostic tests is the ELISA (Enzyme-Linked Immunosorbent Assay),
which is used in the study of HIV and other viral infections. The base

of a reaction vessel is coated with viral protein and the blood of
the patient is tested. After several washing steps, antibodies only
remain behind in samples from infected patients. These antibodies
are detected using a second antibody, which is linked to an enzyme
detection system that produces color in the finai reaction step.

ANTIBODIES IN THERAPY AND RESEARCH
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How Therapeutic Antibodies Work

Effector cell

Antibodies use different strategies for fighting disease.

Target cell

Reactive cell

Basic research has shown that it is often possible to iden-
tify malignant cells through molecules on their surface,
known as target molecules. Antibodies can be used to rec-
ognize and attack cells that carry characteristic target
molecules. MorphoSys is able to identify a target-specific
antibody with this ability of the HuCAL GOLD antibody
library. To fight cancer, therapeutic antibodies are carried
in the bloodstream to the tumors and bind their target mol-
ecules. The fact that they bind labels the tumor cells as
unhealthy, and this stimulates other components of the
immune system, such as phagocytes, to attack these cells.
An example of this type of therapeutic antibody is the
MOR202 anticancer antibody from MorphoSys.

ANTIBODIES IN THERAPY AND RESEARCH

Cross-Linking

Many diseases arise not from an individual unhealthy cell, but
from an undesired interaction among cells or from misguided
communication, which is normally mediated by messenger
molecules. Drugs based on antibodies can also attack these
types of disease by inhibiting, or blocking, the interaction be-
tween molecules or cells.

Another mechanism exploits the characteristic surface anti-
gens displayed on the surfaces of unhealthy cells in a differ-
ent manner. Antibodies bind and link these surface antigens
together. This process triggers the cells to die or self-destruct,
and they undergo processes known as necrosis, programmed
cell death or apoptosis. The HUCAL antibody 1D90C3, de-
veloped in collaboration with GPC Biotech, is used in an ap-
plication of this type.




The applications of therapeutic antibodies can be expanded
by “arming” the antibodies. Antibodies can be armed by being
coupled to a second entity, such as a radioactive molecule or
a cytotoxic agent. Examples of armed antibodies include the
anticancer antibodies Zevalin® and Bexxar®, which are ¢cou-
pled to radioisotopes. The antibodies act as messengers that
transport the radioactive material to the target cells, which in
this case are B cells that have undergone genetic alterations
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and thus became tumor cells. The amount of radioactivity
used is carefully regulated and minimized, which also mini-
mizes the exposure of other healthy tissues to radioactivity. A
similar mechanism is applied in the antibody Mylotarg®, which
is directed against lymphoma cells and is coupled to a chemo-
therapeutic agent. The antibody binds the surface protein
of a cancer cell and enters the cell’s interior. The chemother-
apeutic agent acts here and the unhealthy cell is destroyed.

Cellular cytoskelfeton
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ANTIBODIES IN THERAPY AND RESEARCH
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Every year, researchers invest over US$ 800 million in antibodies
as important tools to support their analyses and experiments.
In the past, these antibodies were based on outdated tech-
nologies. MorphoSys believes it can reshape this still-growing
market with the modern  antivodies can locate and label the most minute amounts of

a substance with extraordinary precision. Proteins, in parti-

HuCAL GOLD teChnOlOgY, cular, the most essential components of living cells, have a

decisive role to play in modern life sciences.
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HuCAL Technology —
The Road to Industry Standard

Understanding of the causes of diseases, as well as opportunities for early
detection, diagnosis ancd treatment are improving daily. This progress is
driven by basic research conducted at universities and research institutes
worldwide, and by application-specific research carried out by the pharmaceu-
tical and biotechnoclogy industries. However, the improved knowledge of the
most suitable strategies for attacking relevant target molecules increases the
demands placed on anticodies and on the suppliers of antibody technologies.
Although a few systems are capable of producing fully human antibodies, cnly
the HUCAL GOLD technology provides more flexibility and greater potential

for optimization to enable researchers in the pharmaceutical industry to meet
these requirements. Therefore, we believe it is the most advanced technology
available to meet the constantly growing demands of the life sciences industry.

MorphoSys Antibodies Enter the Clinical Phase

MorphoSys’s main sources of revenues in 2005 were collaborations in therapeutic applications
with partners from the pharmaceutical industry. At the end of 2005, MorphoSys had 29 active
antibody programs with its partners in various phases of development. In February 2005, the
drug candidate 1D09C3, resulting from the collaboration with GPC Biotech, hecame the first
HuCAL antibody to enter a phase 1 clinical study. At the beginning of 2006, MorphoSys’s
partner Roche followed with an antibody intended for treatment of Alzheimer’s disease. This
means that two projects based on MorphoSys’s technology are currently approved for testing




For more Information regard-
ing Alzheimer's disease and
MorphoSys’s collaboration
with Roche please see also
the interview with Dr. Andrew
Sleight, Head of Central
Nervous System Research at
Roche an pages 30-33
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in human patients. The launch of clinical studies is an important step for MorphoSys: investors
measure the maturity and value of a drug pipeline on the basis of the number of projects in
the clinical phase, as these projects involve products that are closer to being marketed. Fur-
thermore, attractive, success-dependent clinical milestone payments are made to MorphoSys
at the beginning of the clinical phase.

Most Recent Clinical Study: Antibody Against Alzheimer’s Disease

A therapeutic candidate developed by the Roche pharmaceutical group to treat Alzheimer’s
disease is the second antibody from the HuCAL library to enter clinical development. Alz-
heimer’s disease is one of the greatest threats facing aging industrial societies. Estimates
suggest that around one million people in Germany alone are living with this form of dementia.
In the U.S.A,, this figure is close to five million. There is currently no cure for Alzheimer’s dis-
ease, only the possibility of slowing its progression. In 2005, the memantine class of drugs cur-
rently used for treatment of Alzheimer’s disease generated revenues of around US$ 660 mil-
lion, and this category of treatment alone is forecast to achieve a market volume of US$ 1 bitlion
over the next few years. However, memantine drugs have poor selectivity in their mode of ac-
tion, so their use is associated with severe side effects. They can therefore only be administered
in small doses, which limits the benefits of the treatment. The antibody identified during the
collaboration with Roche attacks the abnormal build-ups of the amyloid beta protein in the cerebral
tissue that are characteristic of Alzheimer’s disease. The international Alzheimer’s research com-
munity has identified the breakdown of these deposits as a promising starting point for treatment.
Removal of the amyloid beta deposits has been linked to improved cognitive functioning.

The HuCAL-based antibody, 1D09C3, is intended to improve the therapy of various types of
leukemia and lymphoma. Each year, more than 50,000 people in the U.S.A. and approximately
65,000 in Europe are diagnosed with non-Hodgkin’s lymphoma. After GPC Biotech received ap-
proval for clinical studies in Switzerland in December 2004, the MorphoSys partner undertook
a first phase 1 study at the Oncology Institute of Southern Switzerland. This was followed in
August by approval for a second center in Italy and the launch of a study in Milan’s Istituto
Nazionale dei Tumori. In November 2005, GPC Biotech was granted approval for clinical stud-
ies in Germany. The study to be carried out at the University Hospital in Cologne is intended
to determine the safety of and tolerance to the antibody in patients, as well as providing rec-
ommendations concerning dosages and the application scheme to be used in more extensive
phase 2 studies. Thus, the phase 1 study program involving approximately 28-43 patients has
been successfully launched in three countries.
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Intellectual Property Secure

It is extremely important for research companies such as MorphoSys to be able to protect their
own inventions. MorphoSys is constantly involved in patent protection and is steadily strength-
ening its position with new patent applications in order to consolidate the legal protection of its
technology. In an industry as competitive as biotechnology, patent disputes are inevitable. In
September 2005, MorphoSys settled its latest patent dispute with Applied Molecular Evolution
(AME), a wholly owned subsidiary of the pharmaceutical group Lilly, under attractive terms.
With the settlement, MorphoSys is not involved in any patent infringement claims from any
party for the first time in its history as a public company.

Patent Dispute Settled and New Partner Acquired

The settlement secures MorphoSys the right to develop and investigate certain recombinant
peptide and protein collections using the AME technology, as well as the right to market all
resulting products. At the same time, Lilly received a four-year license to use HuCAL GOLD
technology in their research and development projects. For all therapeutic antibodies developed
by Lilly within the scope of the agreement, Lilly Is to pay exclusive license fees, milestones and
royalties on end products. Therefore, in settling the patent dispute, MorphoSys also acquired

a new partner in Lilly, which is one of the world’s 20 largest pharmaceutical groups. Ten of
these companies, including Lilly, are now working with MorphoSys’s technologies.

The unchallenged patent position means that MorphoSys now also enjoys greater flexibility in
planning future generations of the proprietary HuCAL antibody library. This is because the
settlement also includes the future use and marketing of all versions of the HuCAL libraries by
MorphoSys or its partners.

First Patent for CysDisplay in Australia

In addition to settling the final pending patent dispute, MorphoSys has further consolidated its
patent position by obtaining new patents for the Company’s proprietary technologies. MorphoSys
has been granted a patent in Australia as well as a new patent for the HuCAL technology in the
U.S.A. The patent granted by the Australian patent office in May 2005 protects the CysDisplay
technology —a fundamental component of MorphoSys’s proprietary HUCAL GOLD antibody
library. As a result, MorphoSys has been granted a total of 14 patents, with more than 40 appli-
cations currently being processed worldwide.

Systematic Further Development of Technology

The field of antibody generation and development is characterized by ongoing technological
progress. MorphoSys’s HuCAL GOLD technology is currently the most advanced technology in
this sector and its market share is growing steadily. However, it is strategically important for
the Company to defend its technological advantage over competitors in the future. For this rea-
son, MorphoSys tracks all innovations and seminal technological trends with the aim of contin-
ually expanding and modernizing its technology.
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Innovative Bacterial Production Systems

One of the measures taken in 2005 to advance the Company’s proprietary technology was a feasi-
bility study with Wacker Biotech on the production of antibody fragments, which was completed at
the beginning of November. The patented Wacker technology is a secretion system based on the
bacterium Escherichia coli. It functions differently to all previously used bacterial systems in which
the antibodies are enriched within the bacteria producing them. The bacteria have to be destroyed
before the product can be obtained. However, using the Wacker system, the protein of interest is
passed into the surrounding culture medium by the bacteria during the production process, or fer-
mentation. Until now, Wacker has used the system to produce proteins with simple structures. The
study commissioned by MorphoSys proved for the first time that it is also possible to produce anti-
body fragments using this system. This is remarkable as their structure is considerably more com-
plex, consisting for example of two different subunits. The Wacker system will enable MorphoSys to
produce antibody fragments in larger quantities and much more easily in the future, which
will be more cost-effective. These fragments can be used for diagnostic and therapeutic pur-
poses, both for MorphoSys’s own projects as well as for therapeutic projects conducted with
partners. MorphoSys has also acquired the relevant research licenses from Wacker. For the
development of research antibodies such improvements in production methods promise a de-
crease in production costs, as well as increased profit margins.

Production in Human Cell Lines

In addition to production in bhacteria, production in human cell lines is an important method for
MorphoSys. As well as producing a very high yield of the complete antibody molecule, a human
cell line ensures the antibodies are glycosylated in a human pattern—glycosylation is a natural
process in which a protein is modified with sugar molecules. In this way, HuCAL antibodies,
which already have fully human amino acid sequences, will resemble even more closely their
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natural counterparts. In 2004, MorphoSys acquired rights to work with the human cell lines
HKB11 from Bayer AG and Per.C6 from Crucell N.V. Both cell lines are now being intensively stud-
ied in various areas of application for the production of antibodies. This provides MorphoSys, as
well as the Company’s present and future partners with an extensive range of production methods.

New Lead Compound MOR103

As aresult of the strategic review process initiated in 2005, MorphoSys decided to focus the
majority of its efforts on its anti-inflammatory compound MOR103 as new lead compound in
the indication of rheumatoid arthritis. MOR103 targets inflammatory diseases such as psoria-
sis, multiple sclerosis, inflammatory bowel disease, asthma, and especially rheumatoid arthritis,
where MorphoSys sees a huge potential for additional innovative therapies. Pre-clinical de-
velopment of the compound started in March 2006. After completion of pre-clinical testing,
MorphoSys will provide all necessary information to regulatory authorities and ethics com-
mittees within the second half of 2007 to start human trials. The Company intends to evaluate
the clinical efficacy of the compound.

The fully human HuCAL antibody MOR103 is directed against an undisclosed target. Rheumatoid
arthritis is a chronic disease, mainly characterized by the inflammation of the lining of the joints.
It can lead to long-term joint damage, resulting in chronic pain, loss of function and disability. The
disease affects approximately 4—6 million people worldwide. The current standard of care amongst
biologicals are the anti-TNF therapies, namely Enbrel®, Humira® and Remicade® While these com-
pounds have been successful, there is a clear need for alternatives. In addition to concerns about
potential long-term toxicity associated with anti-TNF approaches, the fact is that 50 % of patients
no longer respond to their anti-TNF therapy after two years of treatment. Doctors are therefore
constantly looking for new modalities, and MorphoSys believes MOR103 offers this potential.

With regard to its other existing therapeutic antibody programs, MorphoSys decided to dis-
continue further development of its anti-ICAM program, which consists of the MOR101/MOR102
therapeutic antibody projects. With regard to MorphoSys’s cancer-related antibody program
MOR202, the Company intends to generate additional pre-clinical data around this project,
which will determine further steps.

New Areas of Application for HuCAL Antibodies

With the Antibodies by Design initiative launched in 2003 and the acquisition of the Biogenesis
Group in 2005, MorphoSys gained a foothold in the market for research antibodies. Research
antibodies are used for a very wide range of applications. It is possible that antibodies originally
used in research projects by customers of Antibodies by Design and Biogenesis will be com-
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mercially developed after successful trials for diagnostic or even therapeutic use. The relevant
rights would then need to be secured by a developer by taking a commercial license from
MorphoSys. In January 2006, MorphoSys has acquired the Serotec Group of companies, which
will be integrated in the MorphoSys Research Antibody segment during 2006.

HuCAL Antibodies in Biochips

Together with the Natural and Medical Sciences Institute at the University of Tiibingen and
ProQinase GmbH, MorphoSys’s Antibodies by Design division implemented a joint research
project in the summer of 2005. The goal of the collaboration is the analysis of all human pro-
tein kinases. Protein kinases are highly promising targets for the treatment of various diseases
such as cancer, inflammation, and cardiovascular diseases, and research on these molecules
has consequently received intense investment. Although more than 500 protein kinases have
currently been identified, there is a shortage of antibodies to examine the majority of them.
Antibodies by Design aims to generate around 250 new antibodies against these proteins.
The collaboration between the three partners aims to produce a biochip—a miniaturized ana-
lysis system—which will enable the function of all protein kinases to be determined individually.
The project will be supported by the German Federal Ministry of Education and Research with
a grant of approximately € 2 million over the next three years.

HuCAL Antibodies in Tumor Research

Antibodies by Design and Armbruster Biotechnology GmbH launched a joint research project
in April 2005 to explore new therapy opportunities against bone cancer metastasis, a life-
threatening disease associated with various advanced cancers. This project is also supported
by the German Federal Ministry of Education and Research with a grant of approximately
€ 1 million. Bone metastases develop from tumor cells that spread through the body and then
settle in the bone marrow. The resulting bone tumors are among those tumors with the smallest
chance of healing. The project will explore the effectiveness of a specific antibody in preventing
the formation of bone metastases and the destruction of existing tumors. The antibodies from
MorphoSys’s HuCAL GOLD antibody library should identify tumor cells via the tumor-specific
Bone-Sialo-Protein (BSP) and thus make them treatable.

HuCAL Antibodies in HIV Research

Results published in November 2005 showed that antibodies of an Antibodies by Design custom-
er have achieved very promising results in a project exploring HIV infections. Researchers at the
U.S.-based National Institute of Diabetes and Digestive and Kidney Diseases (NIDDK) analyzed
eight antibodies from MorphoSys’s HuCAL GOLD library for their ability to prevent HIV-1 virus
particles from infecting their target cells. In a special test procedure, two antibodies displayed
promising results and blocked the process in which the virus merges with healthy cells.
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Interview with Dr. Andrew Sleight |

Head of Central Nervous System Research, F.Hoffmann-La Roche @

On January 25, 2006, the MorpnoSys partner Roche filed all necessary
applications {0 commence a European phase 1 clinical trial with a HuCAL-
derived antibody tc treat Alzheimer’s disease. An international study has
shown that Alzheimer’s disease costs US$ 130—150 billion worldwide, and
is consequently one of the greatest burdens on our health system. Cur-

fl

rently available therapies range from being inadequate o ineffective.

Dr. Andrew Sleight joined Roche as a Laboratory Head in February 1993. In 2003 he became
responsible for the global strategy for Neuroscience Research and the Neuroscience Port-
folio at Roche with staff in Basel, Switzerland, and Palo Alto (California/U.S.A). Prior to join-
ing Roche he held various research positions in the U.S, England and France. Dr. Sleight is
married and has two children.
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What was Roche’s main aim when it began the project, and why was MorphoSys involved?

There is an enormous unmet need to combat this illness. Worldwide, approximately 3% of those
over 60 suffer from Alzheimer’s. The likelihood of developing dementia increases with increasing
age—one in five people over 80 is afflicted. Alzheimer’s disease is therefore one of the main focus-
es of central nervous system research at Roche. We are working on various approaches to explore
new ways of treating this illness. One very promising therapeutic approach requires antibodies
that can bind certain protein deposits in the brain with high specificity. We identified MorphoSys’s
HuCAL technology as the most appropriate technology for this purpose.

What happens to people when they develop Alzheimer's?

Initially, people often have problems with their memory. They gradually develop difficulties with
other mental tasks, such as recognizing situations, objects, or familiar people. They can suffer
from severe mood swings and may become depressed or lose touch with reality, suffering from
delusions. Patients undergo personality changes and their personal relationships suffer. In the fi-
nal stages, they find even simple, everyday tasks such as washing and dressing more difficult or
may be completely unable to manage them. Alzheimer’s disease is not yet fully understood, but
various hallmarks are associated with it. During the illness, certain nerve cells become functionally
impaired and eventually die off. The brains of Alzheimer’s patients characteristically contain
enormous deposits of a protein, beta amyloid, in a form known as plaques. Many studies indicate
a connection between these plaques and disease symptoms. Dissolving these plaques is there-
fore potentially a way of treating the disease.
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How is Alzheimer’s disease currently treated and why are new drugs needed?

There are various treatments for Alzheimer’s disease: for example, it can be treated with drugs
that reduce the breakdown of the transmitter acetyl choline in the brain, which improves pa-
tients’ general performance. However, these drugs can only temporarily delay the cognitive im-
pairment for about six to twelve months and are not interfering with the progression of the ill-
ness. Another class of compounds, those based on the drug memantine, attempt to maintain the
learning capacity of the brain. Other symptoms of the disease, such as restlessness, depression,
or aggressive behavior can be treated with various antipsychotic drugs. There is no cure yet,
since all these approaches do not treat the underlying cause of the problem but enly try to re-
duce the symptoms. What's more, these treatments become less effective after only a few years.

What more can the therapeutic antibody do?

The problem is the need to go deeper into the possible causes of the illness, rather than to treat
it superficially. The antibody was developed to specifically attack the plaques of beta amyloid
protein in patients’ brains. It is administered intravenously as a drug and transported into the
brain through the bloodstream. It binds the plaques in the brain and helps the body to break
them down.

What is the particular challenge in developing an antibody against Alzheimer’s disease?

The main obstacle to such an approach is the brain itself. The human brain is surrounded by
a protection mechanism, known as the blood-brain barrier, which prevents various substances
from leaving blood capillaries and gaining access to the brain. For many years, scientists
believed that this barrier could not be crossed by large molecules such as antibodies. However,
it has been shown that antibodies can in fact penetrate into the brain—admittedly only about
0.1 % of the amount administered. It is therefore essential for this therapeutic approach that
the antibodies are highly effective and bind their target molecules very strongly.
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Are there other approaches to the treatment of Alzheimer’s?

There are methods to immunize Alzheimer’s patients against beta amyloid protein or parts of
it. This approach also involves antibodies against beta amyloid produced by the patient’s own
immune system. However, this strategy suffered a setback in 2002 when a vaccine fajled in
clinical trials. Although the vaccine improved some of the patients’ conditions and also caused
the plagues to be broken down, many patients developed severe side effects of brain inflamma-
tion, This inflammation was a direct result of immunization. If purified antibodies are given,
this problem should disappear.

What has Roche achieved so far by using an antibody?

The successes that Roche has shown so far are from early laboratory experiments and also
from an animal model for Alzheimer’s disease. The antibody dissolved aggregates of beta amy-
loid molecules in a test tube. Most significantly, the antibodies bound with very high specificity
to amyloid plagues in tissue slices taken from Alzheimer’s patients. To build on this success,
the human antibody was also tested in a living system. In the studies conducted by Roche, a
mouse model of Alzheimer’s disease was used. The antibody accumulated in the brain of these
animals and efficiently bound amyloid plaques with high selectivity. Additional studies have
shown that the antibody is effective in breaking down amyloid plaques.

How is the first clinical study of the antibody designed and what will it show?

The goal of a phase 1 study is generally to establish safety and tolerability of new drug candi-
dates. Side effects will therefore be studied in a relatively small number of patients. Further-
more, the first results of the study will show how often and in what amount the drug should be

administered to optimize its effects.

Thank you very much for the interview, Dr. Sleight.
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Antibodies have been used for decades in the various fields of
diagnostics and analytics. In diagnostics, they investigate
whether a patient is infected with viruses or other pathogens.
New areas in which HuCAL antibodies could be used are envi-
ronmental analytics and the development of safety systems,
including the detection  MaorphoSys's antibodies assist in detecting the most minute
particles of viruses and other sources of infection in human

of eXPIOSiveS and drugs. blood. This ascertains whether a patient is healthy or sick.
By doing so, they provide the basis for speedy treatment.
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The MorphoSys Share

The performance of the global stock markets varied widely in 2005. Negative
factors, including high oil prices, a weak dollar, fear of inflation, and natural
disasters such as Hurricane Katrina, caused uncertainty across the markets.
However, the key stock indices, including the DAX, the Dow Jones and the
Nikkei, rose over the course of the year.
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The pharmaceutical and biotechnology sectors were affected by a number of factors. Biotechnol-
ogy stocks in particular suffered several sethacks with the NASDAQ Biotechnology Index not
showing an overall rise until the second half of 2005. While pharmaceutical stocks mainly in-
creased in value, the uncertainty surrounding drug safety, especially after the withdrawal of
the painkiller Vioxx® in fall 2004, had a negative effect.
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Designated Sponsors:
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( ] (Fests and Figures
Share Price as of December 30, 2005 ) €41.32 ISIN: DE0D06632003
High (2/14/2005) €44.69 WKN: 663200
_Low {4/28/2008) €28.20 Frankfurt Stock
Shares Issued as of December 30, 2005 6,025,863 Exchange: MOR

Market Capitalisation as of December 30, 2005 €248 m

Bloomberg: MOR DE

Volatility 37%

ADR Level I: MPSYY

MorphoSys’s Share Price Development

After having gained more than 240% in 2004, MorphoSys shares largely consclidated in value
in 2005. At the end of the year, the shares closed at € 41.32, up 8% compared to the closing
price in 2004,

After admission to the TecDAX—the index of the 30 largest technology stocks on the Frankfurt
Stock Exchange—on September 20, 2004, MorphoSys shares have firmly established themselves
in Germany, occupying 26th place based on market capitalization and 15th place based on trad-
ing volume at the end of 2005 (December 31, 2004: 24th place for market capitalization and 14th
place for trading volume).

For the first time, traded derivatives were issued by three different banks in 2003, reflecting
an increasing interest in trading the MorphoSys shares.

The Jiquidity of the MorphoSys share remained high in 2005, with an average daily trading
volume of € 1.4 million, a slight decline in € terms of 1% compared to the previous year. This, in
contrast, to the TecDAX segment which witnessed decreased trading volumes of 23 % compared to
2004. As a measure of liquidity and stabilization of the MorphoSys share, volatility of the
MorphoSys share price has decreased from 73% in 2004 to 37 % in 2005.

Corporate Actions in 2005

On March 16, 2005, MorphoSys raised its share capital to € 17,786,955 through the issuance
of 490,133 new shares to institutional investors, chiefly throughout Europe. As a result of the
capital increase, gross issuing proceeds of approximately € 17.4 million were raised. In order to
promptly provide new investors with their shares, securities lending agreements were conclud-
ed with Schering AG as well as Dr. Simon Moroney, CEO of MorphoSys AG, and Prof. Dr. Andreas
Plickthun, a member of the Supervisory Board of MorphoSys AG.
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Financial Institutions
Covering MorphoSys AG

THE MORPHOSYS SHARE

The funds raised are being used for existing and future expansion opportunities to speed up
internal and external growth, mainly in the area of research antibodies.

Shareholder Structure

At the end of 2005, the free float according to the definition of Deutsche Bérse, which is the
criterion for the weighting of MorphoSys shares on various indices, amounted to approxi-
mately 80%. The remaining 20% is divided among three companies: 6% is held by Cambridge
Antibody Technology (CAT) according to their annual report of September 30, 2005, 8% by
Novartis Pharma AG, and 6% by Schering AG. In December 2002, CAT acquired shares as part
of the patent dispute settlement with MorphoSys and sold about one third of its shareholding
during 2005. Both Schering and Novartis acquired shares as part of their strategic partner-
ships with MorphoSys. Members of the Management and Supervisory Boards of MorphoSys
hold approximately 3% of the share capital.

Corporate Communications

MorphoSys is in regular contact with its shareholders and investors. One of the most important
goals of our corporate communications effort is to convey the Company’s future potential as
well as to provide prompt and detailed information about the Company and its activities to all
shareholders and the capital markets.

( Toward this end, MorphoSys AG participated
[ As of December 81, 2008 ) . ‘ . . .
in a total of 17 national and international in-
Bankhaus Metzler seel. Sohn& Co. vestor conferences over the course of 2005.
Credit Suisse First Boston The Management Board presented the Com-
bzggnk pany story and its underlying business model
Equinet in detail to investors in Germany and abroad
Jefferies International Ltd. in numerous individual meetings.

Landesbank Baden-Wirttemberg

M.M. Warburg& Co. N MorphoSys mainly uses its own homepage to
Midas Research provide general information about the Company.
SG Cowen B

Viscardi MorphoSys AG’s corporate communications re-
Vontobel ceived several awards in 2005. As in the previ-
WestLB . ous year, MorphoSys was awarded an excellent

rating in the Corporate Governance Survey,
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a study by ergo Unternehmenskommunikation CmbH to examine the quality of corporate gover-
nance. The Company took first place in the TecDAX segment and was the best-performing
biotechnology stock on the Frankfurt Stock Exchange. In the small- and mid-cap category, which
comprises companies of the SDAX, the MDAX, and the TecDAX, MorphoSys ranked among the
five best companies for the third year in a row.

In the “€uro Corporate Governance Quality Award 2005”, MorphoSys ranked second in the
TecDAX segment. The study, initiated by the economics magazine Euro, is carried out annually
with the University of Hamburg.

The Company’s annual report was awarded the silver medal in the International Annual Re-
ports Competition (ARC), which is among the most prestigious international prizes for annual
reports. The competition is organized by the International Academy of Communications and
Sciences/MerComm, Inc., in New York. For the 2005 annual report competition, 1,900 re-
ports were submitted in 12 categories.

Legal Changes in 2005

The German Act on Corporate Integrity and Modernization of the Right of Rescission (Gesetz zur
Unternehmensintegritdt und Modernisierung des Anfechtungsrechts—UMAG) became effective
on November 1, 2005, such that the ten-point program of the German Federal Government to im-
prove corporate integrity and investor protection is now almost concluded. The aim of the UMAG is
to help regain investors’ confidence in the integrity, stability and transparency of the stock markets.

The following core points of the law must be emphasized:

= Civil liability actions will be simplified, as will actions for damages by the Company against
members of the Management Board and the Supervisory Board in the event of dishonesty
and gross law infringements.

- Misuse of rescissory actions against resolutions of the Annual Shareholders’ Meeting shall
he prevented.

- The system of registering and identifying shareholders for participation in the Annual Share-
holders” Meeting and to exercise voting rights will be modernized and adapted to internation-
al conventions. From 2006, the deadline for identification of the shareholders {record date)
will be fixed as the 21st day before the Annual Shareholders’ Meeting, as is common practice
internationally. Thus, the use of the deposit deadline practiced to date no longer applies.

MorphoSys has already adapted its Articles of Association. To participate in the next Annual
Shareholders’ Meeting in May 2006, shareholders need only to provide proof of their legal tight to
participate the Annual Shareholders’ Meeting. To exercise their voting tights the documents which
confirms their shareholding and issued by the depositing back must be delivered to MorphoSys
by the end of the seventh day before the date of the Annual Shareholders’ Meeting at the latest.
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Alzheimer’s disease

The most recent antibody from MorphoSys’s HuCAL library to
reach clinical development is the drug candidate developed by
the pharmaceutical group Roche for treatment of Alzheimer’s
disease. Currently used drugs to treat Alzheimer’s disease can-
not cure the disease; they can only delay its progress. According
to estimates, there are several million people across the globe
suffering from thiS The HuCAL antibody is believed to attack the morbid accumulation of the
protein amyloid in brain tissue that is typical for Alzheimer’s patients.

form of dementia. International research into Alzheimer’s disease views the breaking down
of such aggregations as an attractive approach towards treatment.
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Group Management Report

Corporate Development 2005

Therapeutic Antibodies Segment

The Therapeutic Antibodies segment comprises MorphoSys’s activities in the area of therapeutic
antibodies, which includes its therapeutic antibody collaborations with pharmaceutical and
biotech companies, as well as own antibody development programs. In 2005, the Therapeutic
Antibodies segment was able to build upon the positive development of the prior years. Existing
partnerships were extended or strengthened during the year, including those with Bayer,
Boehringer Ingelheim, Bristol-Myers Squibb and ImmunoGen. At the same time, MorphoSys
signed three new partnerships with pharmaceutical companies: Shionogi, Eli Lilly and
Merck &Co. The Company ended the year with 29 active partner programs, and the first anti-
body from this group entered clinical trials. In total, the Therapeutic Antibodies segment gener-
ated sales of € 29.1 million in 2005, an increase of 37 % compared to the previous year.

Research Antibodies Segment {AbD)

The Research Antibodies segment comprises all activities of MorphoSys’s Antibodies by Design
unit, as well as all activities of its subsidiaries Biogenesis Ltd. and Biogenesis, Inc. From 2006
onwards, the segment will be named AbD— Antibodies Direct. The AbD segment will comprise
all activities of Antibodies by Design, Biogenesis, and the Serotec Group, which was acquired
in January 2006. During the year 2005, MorphoSys also remained on a growth curve in the
Research Antibodies segment. Following the acquisition of the Biogenesis Group in January,
MorphoSys greatly expanded its customer base. Since then, the first HuCAL antibodies have
been marketed via the Biogenesis catalog. The Research Antibodies segment sales contributed
£ 4.3 million, representing about 13% of total Company revenues.

Macroeconomic Development

Economic Development

The global economy grew by approximately 4% in 2005, nearly one percentage point less than
in 2004. The slowdown was widespread, reaching virtually every economic region. It was pre-
cipitated by higher oil prices, resource-sector capacity constraints, tightening monetary policy
in the United States and, in some countries, the maturation of the investment cycle following
a year of very fast growth. Of these aforementioned effects, oil prices exerted a particularly
strong pull on the economy. At year-end 2005, the price for Brent crude oil had risen to US $
58.16 per barrel, up 45% over the prior year.
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In Europe, for instance, the growth slowdown was less pronounced. The relatively low oil inten-
sity of European economies and relaxed macroeconomic policy stance helped explain why
the slowdown in Europe was not more prominent. After a downturn in spring, the German
economy posted stronger growth in the second half of 2005, totaling in an overall growth of
approximately 1 %.

In Asia, growth remained robust. In Japan, GDP was estimated to have increased by 2.3%.
Growth in China remained very strong despite a substantial slowing in both private con-
sumption and investment demand.

With regard to interest rates, year-end European interest rates were slightly higher at 3.5 %,
compared to the prior year. In 2005, the U.S. Federal Reserve increased interest rates resulting
largely from asset price inflation concerns. Related to these developments, the euro ended the
year at the rate of US$ 1.18, weaker than at the end of the year before.

Development in the Global Capital Markets

Overall, growth in the German capital market was positive in 2005. The DAX closed with an
increase of 27 %. Although the American stock markets displayed a negative trend in the first
six months, they witnessed a recovery in the second half of the year, and the S&P 500 Index
registered an increase of 3% year on year. The Japanese Nikkei Index increased by 40%, its
best performance in years.

Within the technology sector, the U.S.-based NASDAQ Composite Index ended the year with an
increase of 1%, while in comparison to its German counterpart, the Frankfurt Stock Exchange
(FSE) TecDAX, it outperformed with an increase of 15% for the year.

Within the pharmaceutical and biotechnology sub-segments, the FSE Prime Biotechnology
Performance Index increased by 21% and the Prime Pharma& Healthcare Index rose by 26%.
The NASDAQ Biotechnology Index managed to recover from its low in May 2005, achieving
an annual growth of 4%.

Development Within the Pharmaceutical and Biotechnology Sector

For the pharmaceutical and biotechnology sector, 2005 was a year of mixed messages. Data
from industry analysts at IMS Health confirm that growth in the American pharmaceutical
market was 6 to 7% in 2005 (2004: 8.3%). Ongoing discussions on drug safety, caused by the
product recall of Vioxx® by the U.S.-based Merck Group in 2004, hindered market growth. In the
coming years, the U.S. Food and Drug Administration (FDA) is expected to adopt a more cau-
tious approach toward the approval of new drugs. In light of this, few new drugs were approved
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in 2005, while the number of so-called black box warning labels on drug packaging grew. In
addition, a slew of fast-selling drugs, such as the cholesterol-reducing Zocor® from Merck, are
losing their patent protection in 2006. This could have a negative effect on future sales growth,
as cheaper imitation drugs (so-called generic drugs) can enter the market.

The financing window for biotechnology companies remained open in 2005 and enabled 18
biotechnology IPOs to be registered in the U.S. and 21 in Europe, including three in Germany.
Many firms successfully refinanced in 2005. Worldwide, biotechnology companies raised ap-
proximately US $ 20 billion in capital through IPOs and subsequent financings. As in previous
years, numerous pharmaceutical and biotechnology mergers took place. The strong interest
paid by pharmaceutical groups to this trend is evidenced by a range of significant deals. In
June 2005, the pharmaceutical group Pfizer acquired the biopharmaceutical company Vicuron
for US$ 1.9 billion. In September, Novartis agreed to a long-term partnership with Alnylam
Pharmaceuticals and acquired a 20% stake in the company. In the same month, Biogen Idec
licensed & portfolio of antibodies, which are currently in phase 2 clinical development, from
Protein Design Labs.

In the antibodies sector, the unexpected product recall of the approved antibody Tysabri® at the
beginning of the year shook the industry. The monoclonal, humanized antibody developed by
Biogen Idec and Elan had received approval in November 2004 for the treatment of multiple
sclerosis. After cases of a rare and fatal neurological disease occurred in connection with the
use of the drug, Biogen Idec and Elan decided to issue an immediate product recall. As a result,
the stock prices of both companies fell dramatically, losing 40% and 70% respectively. The
resulting fallout also negatively affected antibody sector share prices.

Despite these setbacks, as the year progressed, a number of highly positive reports emerged
from the sector. More specifically, Genentech, Inc., presented convincing phase 3 results for
the therapeutic antibodies Herceptin® and Avastin®. In addition to various clinical results, other
company reports uplifted sentiment in the antibody sector. As an example, Serono acquired
the exclusive worldwide rights from Genmab to the fully human cancer antibody Humax-CD4,
which is currently in phase 2 of clinical development.
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Also fueling bullish speculation in the antibody sector were a few antibody company acquisi-
tions. Of these, three relating to therapeutic antibody companies are particularly worthy of
mention: in July 2005, the Roche Group acquired the Swiss company GlycArt Biotechnology GmbH.
Shortly afterwards, in August 2005, Pfizer announced the acquisition of the firm Bioren. Finally,
in December 2005, Amgen announced a takeover bid for Abgenix for almost US$ 2.2 billion.
Acquisitions and consolidation in the research antibodies sector also occurred in 2005. More
specifically, Invitrogen acquired three providers of immunological reagents and antibodies in
2005-Zymed Laboratories, BioSource and Caltag Laborateries.

On the whole, these developments helped to contribute to a positive price performance for the an-
tibody sector. A peer group of listed antibody companies (source: BioCentury) displayed an aver-
age sector price increase of 30% in 2005. MorphoSys shares gained 8% in value during the year.

Financial Analysis

Revenues

Compared to the same period in the previous year, revenues for the full year 2005 increased by
52% to € 33.5 million (2004: € 22.0 million). Reasons for the increase included revenues aris-
ing from new deals and the inclusion of success-based payments from existing collaborations
(comprising 21 % of the reporting year’s total revenues), which included clinical and research
milestones achieved in 2005. The Group also recorded grant revenues, amounting to € 0.4 mil-
lion (2004: € 0.1 million) during the reporting period. Approximately 64 % of total Group
revenues arose from MorphoSys’s three largest alliances with Novartis, Centocor and Schering
(2004: 71 % from Centocor, Bayer and Novartis). Geographically, 56 % of MorphoSys’s commercial
revenues were generated with biotechnology and pharmaceutical companies located in Europe
and Asia compared to 42 % in North America (see also Notes to the Consolidated Financial
Statements—section 2). This compares to 45% and 55 % respectively, in the year 2004.

Therapeutic Antibodies Segment

Included in the Therapeutic Antibodies segment are all collaborations which have a strong thera-
peutic and licensing aspect to them. In 2005, this segment’s revenues were generated with the
following antibody collaborations: Bayer, Boehringer Ingetheim, Bristol-Myers Squibb, Centocor
(Johnson&Johnson), Eli Lilly, F. Hoffmann-La Roche, GPC Biotech, ImmunoGen, Merck & Co.,
Novartis, Novoplant, Pfizer, Schering, Shionogi and XOMA. The Therapeutic Antibodies segment
also includes all activities in the area of proprietary product development. Revenues arising from
the Therapeutic Antibodies segment accounted for 87 % of total revenues (€ 29.1 million) in 2005.
This total comprises € 22.2 million funded research and paid license fees, as well as € 6.9 mil-
lion success-hased payments (which include clinical milestones).
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Operating Expenses
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Research Antibodies Segment

The Research Antibodies segment, comprising MorphoSys’s Antibodies by Design unit and the
Biogenesis Group companies in the U.S.A. and the UK., generated 13% (€ 4.3 million) of total
revenues. The Biogenesis Group, acquired in January 2005, contributed € 2.8 million in re-
venues, or 65% of the total segment revenues. The Antibodies by Design unit, based in Munich,
contributed the remaining 35%, or € 1.5 million, of the total MorphoSys Research Antibodies
segment revenues.

Operating Expenses

For the year 2005, operating expenses including stock-based compensation expenses increased
by 28% to € 27.3 million (2004: € 21.3 million), while operating profit increased by € 5.6 million
to € 6.2 million (2004: € 0.6 million). The total increase in operating expenses of € 6.0 million
was mainly due to higher personnel-related costs in conjunction with new collaborations and
increased intangible expenses. The incorporation of the Biogenesis Group companies into Group
accounts had the effect of increasing operating expenses by € 3.9 million.

Cost of Goods Sold (COGS)

COGS only arise in the Research Antibodies segment. This item is composed of the cost of
goods sold for Antibodies by Design and Biogenesis, as well as amortization relating to the fair
value adjustment of Biogenesis’s stock identified at the time of the acquisition. For the year 2005,
total COGS rose to € 2.5 million compared to € 0.9 million in the year 2004, which resulted
largely from the € 1.5 million inclusion of Biogenesis COGS into consolidated Group accounts.

Research and Development Expenses

Costs for research and development increased by € 2.1 million to € 13.6 million {2004: € 11.5
million). This increase mainly resulted from higher success-based license fees and intangible
costs. Costs for intangibles rose due to the Lilly patent settlement and increased payments to
third-party licensors in conjunction with higher revenue levels. Impairment of assets acquired
in 2005 in context with the Biogenesis transaction contributed additional costs of € 0.5 million.

Sales, General and Administrative Expenses

Sales, general and administrative expenses amounted to € 10.1 million compared to € 7.5 mil-
lion in the previous year. This effect mainly resulted from increased costs for external services
and higher personnel costs associated with Biogenesis. Biogenesis’s total contribution to sales,
general and administrative expenses amounted to € 1.6 million for the year 2005.
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Stock-Based Compensation

Stock-based compensation in the amount of € 1.1 million for the year 2005 was recorded as a
non-cash charge (2004: € 1.4 million), resulting from the application of IFRS 2 “Share-Based
Payment” under IFRS accounting. The decrease in stock-based compensation was mainly due to
declining expenses from options granted in prior periods.

Cost by Expenditure Type

For the year 2005, personnel costs (excluding expenses arising from stock-based compensa-
tion) amounted to € 10.8 million (2004: € 9.1 million) or 40% of total operating expenses, thus
representing the largest cost block within operating expenses in the year 2005. The higher
personnel costs arose from the increased head count in association with the Group’s expanded
operational activity.

Intangible costs, which include patent litigation costs and amortization of licenses and patents,
amounted to € 5.4 million (2004: € 3.3 million) or 20% of total operating expenses in the year
2005. External consultancy costs amounted to € 2.9 million (2004: € 2.7 million) or 11 % of total
operating expenses and mainly consisted of marketing expenses, legal costs, costs for tax,
auditing and accounting, and general consulting. Costs for infrastructure accounted for € 2.9
million, compared to € 2.1 million in the prior year.

Costs for Personnel 40%

Costs for Intangibles 20%

Costs for External Consultancy 11%

Costs for Infrastructure 1%
Others 18%
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Non-Operating ltems

Non-operating expenses amounted to € 1.5 million compared to non-operating expenses of

€ 0.4 million in the year 2004. In the last quarter of 2005, foreign exchange losses were reclas-
sified into non-operating expenses in an amount of € 0.8 million. These foreign exchange losses
relate to certain commercial contracts and are shared with the respective partners. Formerly,
such shared losses were netted into revenues. Losses on foreign exchange (€ 1.2 million in
total), tax expenses (€ 0.4 million) and interest expenses (€ 0.3 million) were mainly offset by
gains from available-for-sale securities (€ 0.6 million) and interest income (€ 0.1 million).

Net Profit /Loss

Continuing the positive trend established in 2004, the Company presented a net profit of € 4.7
million, compared to the prior year’s net profit of € 0.3 million. The resulting profit per share
for the entire MorphoSys Group for the year 2005 amounted to € 0.84 (2004: € 0.05).

Liquidity/Cash Flows

At the end of 2005, the Group held € 53.6 million in cash, cash equivalents and marketable se-
curities compared to a € 37.2 million balance in the year 2004. The increased cash item mainly
derived from higher cash inflows as a result of the expanded operational activity and from a
capital increase successfully executed in March 2005. The cash inflow from operations contrib-
uted € 4.4 million to the same.

Assets

Total assets increased by € 24.3 million to € 80.1 million in the year 2005, compared to € 55.8
million in the year 2004, mainly as a result of the increased cash item and the acquisition of
the Biogenesis Group’s assets, including property and equipment in the amount of € 3.3 mil-
lion, intangibles in the amount of € 2.4 million, and acquired goodwill in the amount of € 4.1
million. The purchase price allocation resulting from the application of IFRS 3 “Business Com-
binations” exercised is reflected in the Group accounts (see also Notes to the Consolidated
Financial Statements—section 9),

Accounts Receivable

Accounts receivable increased by € 1.0 million to € 3.3 million in comparison to vear-end 2004
(€ 2.3 million). Accounts receivable attributable to the Therapeutic Antibodies segment (€ 2.7
million) accounted for 82 % of total accounts receivable. The Research Antibodies segment repre-
sented € 0.6 million or 18% of total accounts receivable, whereas the Biogenesis Group and the
Antibodies by Design unit contributed € 0.2 million and € 0.4 million respectively to this item.

Liabilities

In the year 2005, current liabilities increased by € 0.9 million to € 11.0 million (2004: € 10.1
million). This was mainly due to increased provisions including income tax provisions for the
fiscal year 2005, as well as increased license payable in connection with success-based third-
party payments for higher revenue.



049

Equity

At year-end 2005, the total number of shares issued was 6,025,863, of which 5,996,701 were
outstanding, compared to 5,438,852 and 5,408,790 respectively in 2004. The increase arose
from the issuance of 490,133 shares in connection with a capital increase in March 2005. An
additional increase of 96,878 shares resulted from the exercise and conversion of options and
bonds issued to related parties during the year 2005.

Capital Expenditure

MorphoSys’s investment in property, plant and equipment amounted to € 0.6 million for the
year 2005, compared to € 1.5 million for the prior year. Investment in intangibles amounted to €
0.1 million and € 0.2 million respectively in the years 2005 and 2004. Depreciation of property,
plant and equipment for the year 2005 accounted for € 0.9 million compared to € 0.7 million in
the year 2004. Amortization of intangibles amounted to € 2.7 million in 2005 (2004: € 2.0 mil-
lion). The increase in amortization and depreciation was mainly due to the acquisition of the
Biogenesis Group.

Organization/Subsidaries /Acquisitions

Acquisition of the Biogenesis Group

In January 2005, MorphoSys announced the acquisition of two privately held companies,
Biogenesis Ltd. (Poole, U.K.) and its sister company Biogenesis, Inc. {Brentwood, New Hamp-
shire, U.S.A.}. With more than 20 years of experience in antibody development and manufac-
turing and a comprehensive antibody catalog, the combined Biogenesis Group represents one
of the larger European suppliers of antibodies to the life sciences research community. The
final agreements, signed on January 20, 2005, specify the purchase of 100 % ownership of
Biogenesis Ltd. and Biogenesis, Inc., by MorphoSys. The two Biogenesis companies became
wholly owned subsidiaries of MorphoSys AG. At the beginning of 2006, both subsidiaries
were renamed to MorphoSys UK Ltd. and MorphoSys US, Inc.

The acquisition of Biogenesis was an important strategic step for MorphoSys, one of the leading
sources of next-generation antibody therapeutics, in establishing its innovative HuCAL technol-
ogy in new antibody market segments. It followed the establishment of the Antibodies by Design
unit in late 2003 to serve the research and diagnostics markets with custom monoclonal anti-
bodies. The Biogenesis Group has a strong catalog and industrial antibody production business,
providing clients in the research and diagnostics field with many different antibody services.
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Biogenesis and Antibodies by Design have merged all marketing and commercial activities.
Most importantly, the combined companies have now been organized along three markets:
first, in the custom monoclonal antibodies segment, custom monoclonal antibodies are gen-
erated in Munich by Antibodies by Design using the HuCAL technology for global clients of
both companies. Second, Biogenesis provides a comprehensive catalog of antibody products,
which serves as a potential portal for the other segments of the business. An initial series of
HuCAL-derived antibodies was added to the Biogenesis catalog during 2005. The third segment
comprises a contract manufacturing business where antibodies are produced in a scale from
10 milligrams to 10 grams or more on behalf of customers.

Acquisition of the Serotec Group

In January 2006, the Research Antibodies segment was further strengthened through the ac-
quisition of the Serotec Group. The acquisition of Serotec, a renowned and internationally active
supplier of research antibodies, more than triples MorphoSys’s existing Research Antibodies
segment revenues and establishes the Company as the leading supplier of research antibodies
and antibody research technologies in Europe. Serotec provides MorphoSys with a strong dis-
tribution network including subsidiaries and sales offices in the U.S., UK., Germany, France
and Scandinavia. Serotec (Serotec Ltd., Serotec, Inc., Serotec GmbH and Oxford Biotech Ltd.) has
become a wholly owned subsidiary of MorphoSys AG and is being integrated within MorphoSys’s
existing Research Antibodies segment represented to date by the Biogenesis and Antibodies
by Design brands.

The purchase price of approximately £ 20 million (approx. € 29.3 million) has been paid via
approximately £ 14 million {(approx. € 20.5 million) cash and through the issuance of 208,560
new MorphoSys shares from a capital increase against contribution in kind.

Business Development

Therapeutic Antibodies Segment

In 2005, the Company expanded existing partnerships and signed new collaberations. The
following partnerships were either established or expanded in the 2005 fiscal year (in alpha-
betical order). For a detailed description of the partnerships, please refer to the Notes to the
Consolidated Financial Statements—section 24,

Bayer Pharmaceuticals Corporation

In December 2005, MorphoSys extended its collaboration with Bayer Pharmaceuticals Corpora-
tion (“Bayer”}. The collaboration was extended by five years, with a termination option after the
first collaboration year.
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Boehringer Ingelheim GmbH

Boehringer Ingelheim GmbH (“Boehringer Ingelheim”) and MorphoSys expanded their existing
cooperation involving both research and therapeutic applications in March 2005. Under the
new contract, Boehringer Ingelheim has acquired an option to receive several exclusive licenses
on new therapeutic antibody programs.

Bristol-Myers Squibb Company

In January 2005, MorphoSys signed a further expansion of its existing license agreement
with Bristol-Myers Squibb Company (“Bristol-Myers Squibb”). Under the amended agreement,
MorphoSys granted Bristol-Myers Squibb access to its HuCAL GOLD library for use in Bristol-
Myers Squibb’s pharmaceutical discovery programs for target characterization and validation
and for therapeutic and diagnostic antibody product development.

Eli Lilly & Company

In September 2005, MorphoSys announced a cross-license agreement with Eli Lilly & Company
(“Lilly”) on the use of certain recombinant protein technologies. Under the agreement, MorphoSys
received a license under the Kauffman patent estate to generate and screen certain recombi-
nant peptide and protein libraries and toc commercialize any resulting products. The agreement
also provides Lilly access to the MorphoSys HuCAL GOLD technology for Lilly’s internal re-
search and development programs. The agreement was part of a settlement to resolve patent
litigation initiated by Applied Molecular Evolution (AME), a wholly owned subsidiary of Lilly,
involving several U.S. patents of the Kauffman patent family.

ImmunoGen, Inc.

MorphoSys announced in June 2005 that the U.S. biotechnology company, ImmunoGen, Inc.,
{“ImmunoGen”) has extended its license to use the MorphoSys HuCAL GOLD library in
ImmunoGen'’s internal target research programs for another year.

Merck & Co., Inc.

In December 2005, MorphoSys signed a five-year license agreement with the U.S. pharmaceuti-
cal company Merck & Co., Inc. (“Merck”), for the use of MorphoSys’s HuCAL GOLD and AutoCAL™
technologies in the research and development of human therapeutic antibodies.

Shionogi& Co. Ltd.

MorphoSys and Shionogi& Co. Ltd. (“Shionogi”) announced in September 2005 that they have
signed a three-year license agreement on the use of MorphoSys’s HuCAL technology. Under the
terms of the agreement, MorphoSys grants Shionogi access to its HuCAL GOLD antibedy library
for use in Shionogi’s pharmaceutical drug discovery programs.
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Research Antibodies Segment

Armbruster Biotechnology GmbH

In March 2005, Antibodies by Design and Armbruster Biotechnology GmbH (“Armbruster”)
received a grant of approx. € 1 million from the German Federal Ministry of Education and
Research (BMBF). The goal of this project is the research of new therapies against bone cancer
metastasis, a life-threatening disease associated with various advanced cancers.

ProQinase /NMI

In June 2005, Antibodies by Design announced the start of a joint project with ProQinase, a
division of KTB Tumorforschungs GmbH at the Tumor Biology Center, Freiburg, and the NMI
Natural and Medical Sciences Institute at the University of Tiibingen, which could transform
the analysis of all human protein kinases—the human “kinome.” The project combines the
established protein kinase platform of ProQinase with the know-how of Antibodies by Design
in the field of custom-made antibody generation and the experience of NMI with siRNA and
biochip technologies. In the coming three years, the project will be supported by approximately
€ 2.0 million within the scope of the BioChancePLUS Program of the German Federal Ministry
of Education and Research (BMBF).

Research and Development /Alliance Management

MorphoSys uses its own HuCAL technology for the development of therapeutic antibodies and
research reagents. Its technology has been thoroughly tried and tested in numerous partner-
ships. The following represents the progress made in various existing collaborations through-
out the year:

Therapeutic Antibodies Segment

In the course of the 2005 fiscal year, MorphoSys made significant progress in various existing
collaborations. For a description of all existing partnerships, please see section 24 of the Notes
to the Consolidated Financial Statements.

Centocor, Inc.

In September 2005, Centocor, Inc. (“Centocor”), a Johnson & Johnson company, elected a new
target molecule involved in immune-mediated and inflammatory diseases, against which
MorphoSys will generate antibodies using its proprietary HuCAL GOLD technology. Centocor
will carry out pre-clinical and clinical development and the subsequent marketing of result-
ing products.
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GPC Biotech AG
In February 2005, MorphoSys announced that GPC Biotech AG has commenced a phase 1 clini-
cal trial with a fully human cancer antibody generated using MorphoSys’s HuCAL technology.

Novartis AG

In August 2005, MorphoSys successfully concluded an initial therapeutic antibody program
with Novartis AG (“Novartis”). MorphoSys generated numerous fully human antibodies against
a cancer disease-related target molecule from Novartis, fulfilling previously defined success
criteria, and thus achieved the first performance-related milestone in the cooperation. The project
work commenced in September 2004 and was completed within eleven months.

Schering AG

MorphoSys started three more therapeutic antibody programs within the scope of its collabora-
tion with Schering AG (“Schering”) in October 2005. Schering has selected three new target
molecules, against which MorphoSys will generate antibodies using its proprietary HuCAL
GOLD technology. Additionally, MorphoSys has granted Schering eight exclusive licenses for
in vivo diagnostic applications.

MorphoSys’s Proprietary Product Development

MorphoSys did not achieve its 2005 goal of presenting a commercial partner for at least one of
its proprietary antibody candidates. Currently, the Company’s proprietary pipeline of thera-
peutic antibody programs comprises four candidates, MOR101, MOR102, MOR103 and MOR202.
To increase the future commercial success, MorphoSys is currently performing a strategic re-
view of its own product pipeline. The results of this review will be presented at the Company’s
year-end press conference in February 2006.

MOR102

In April 2005, MorphoSys provided an update on its MOR102 antibody program for chronic
inflammatory diseases. As part of this program, MorphoSys commissioned a pre-clinical
study to compare the effectiveness of MOR102 with that of the approved biologics Amevive® and
Raptiva® in an animal model of psoriasis. Although therapeutic effects were observed for all
tested compounds in several psoriatic skin samples, the in-depth analysis showed that it is not
possible to discriminate on a statistically valid basis between compound-mediated effects and
spontaneous healing observed in the negative control group. Hence, this study did not enable
conclusions to be drawn regarding the efficacy of MOR102 versus Amevive® or Raptiva®
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Research Antibodies Segment

Since the start of the Research Antibodies segment, various achievements within the identifica-
tion and production process of research antibodies have been obtained. The overall goal is to
create better research antibodies faster and more efficiently.

High Throughput in Generating Antibodies

The Antibodies by Design unit concluded an extensive software project designed to allow in-
creased antibody generation throughput via automated management of parallel projects. This
new relational database system improves the efficiency of internal data administration relating
to customers, processes, storage and shipment of materials. It includes establishment of a bar
code system supporting the PSA (Panning & Screening Automation) software and is part of an
ongoing comprehensive automation program by Antibodies by Design to increase the efficiency
and speed of high-throughput antibody generation.

Introduction of Several HUCAL GOLD Recombinant Antibodies at Biogenesis

In September 2005, the Antibodies by Design unit introduced a series of fully human, recombi-
nant research antibodies from the HuCAL GOLD antibody library into the sales catalog of the
Biogenesis Group. These recombinant research antibodies were identified and developed as
part of ongoing research cooperations and proactive projects at Biogenesis for targets with sig-
nificant demand from potential new clients.

National Institute of Diabetes and Digestive and Kidney Diseases (NIDDK)

In November 2005, Antibodies by Design announced the publication of a scientific research
paper by a customer using antibodies generated from the MorphoSys HuCAL GOLD antibody
library. Using its rapid, high-throughput antibody generation system, Antibodies by Design
selected a set of eight monoclonal and fully human mini-antibodies targeted specifically against
the HIV-1 protein gp41 antigens provided by Dr. G. Marius Clore. Scientists working in the
team of Drs. Clore and Bewley at the National Institute of Diabetes and Digestive and Kidney
Diseases (NIDDK)~part of the U.S. National Institutes of Health (NIH)—subsequently analyzed
these antibodies in detail and published the results in the current edition of the Journal of
Molecular Biology. The analysis demonstrates that the HuCAL-based antibody fragments pro-
vide a set of useful probes for studying HIV-1 envelope-mediated cell fusion and may act as
fusion inhibitors preventing HIV-1 virus particles from entering their target cells.
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Intellectual Property

Patent Litigation with AME /Eli Lilly Settled

In September 2005, MorphoSys signed a cross-licensing agreement with the pharmaceutical
group Eli Lilly & Company concerning the use of certain recombinant protein technologies. The
agreement allows MorphoSys rights to the Kauffman patents. At the same time, the agreement
grants Lilly a license to use MorphoSys’s HUCAL GOLD technology in its own internal research
and development programs over a certain period of time. This agreement stems from the patent
dispute with Applied Molecular Evolution (AME), a wholly owned subsidiary of the Lilly Group,
Initiated by AME against MorphoSys in 2001,

Information Technology

MorphoSys is experiencing rapid growth in head counts and operations, which demands manage-
ment and IT infrastructures. MorphoSys will continuously improve and enhance its information
and communication systems to ensure that all offices around the world are well coordinated and
all employees can effectively communicate with the Company’s growing customer base.

During 2005, MorphoSys implemented a new customer relationship management (CRM) system
to improve the communication between customers and employees of MorphoSys. Additionally,
the Biogenesis companies, which were acquired in January 2005, were integrated into the Com-
pany’s network to ensure that all employees have access to all necessary information. Internally,
the Company implemented management software for human resources to facilitate the manage-
ment of the increased number of employees.

Financing

In March 2005, MorphoSys placed 490,133 shares in a private placement at a price of € 35.50
per share. The Company raised gross proceeds of approx. € 17.4 million. The issue proceeds
will be used to capitalize on existing and future expansion opportunities to accelerate internal
and external sales growth, primarily in MorphoSys’s activities in the field of research antibodies.
With the capital increase, the number of issued shares rose from 5,438,852 to 5,928,985 shares,
corresponding to an increase of subscribed share capital in common stock from € 16,316,556
to € 17,786,955.
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Production

To improve its production capabilities, MorphoSys has conducted a feasibility study with Wacker
Biotech GmbH (“Wacker”). Wacker demonstrated that its proprietary E. coli secretion system
can offer a far simpler and more cost-effective way of abtaining high yields of antibody frag-
ments, which can be used for research, diagnostic and therapeutic applications. Under the joint
agreement, MorphoSys obtains the right to use Wacker’s secretion system for antibody frag-
ment production in research quantities for therapeutic projects both on its own behalf and with
its commercial partners.

Procurement

MorphoSys’s procurement is focused on chemicals and laboratory supplies for R&D. The Company
procures all needed material from international suppliers, and tends to place its purchase
orders with the most favorably priced suppliers, taking into consideration all relevant quality
aspects. One major goal is to secure sufficient supply at all times, at the lowest cost. In this
vein, key global suppliers are being identified, in conjunction with recent acquisitions, in order
to achieve maximum negotiating power with the Company’s global vendors.

Human Resources

People at MorphoSys

MorphoSys is committed to building up a sustainable competitive advantage through the
quality, the capability, the commitment and ultimately the performance of its employees. The
Company’s success is predicated on its ability to recruit and retain highly qualified and moti-
vated people in all areas of the Company. During 2005, the fluctuation rate of employees was
very low at 3.5%.

Performance-Related Compensation and Stock Option Programs

MorphoSys’s success is based on the high motivation of its employees. In this vein, all employ-
ees take part in a “management by objectives” program. During 2005, MorphoSys implemented
a new bonus scheme for all employees. The yearly bonus payments for each employee are de-
pendent on the achievement of personal goals, as well as department and Company goals. For
employees with management functions, the Company goals account for a higher percentage of
the individual bonus payment. The new bonus payment is set up to support the future growth
of the MorphoSys Group.
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Additionally to the performance-related compensation, all employees have the chance to par-
ticipate in a stock option or convertible bonds program as part of a long-term equity incen-
tive scheme. The aim of this program is to give employees a long-term stake in the success of
the Company.

Appointment of a New Member of the Management Board

On November 1, 2005, Dr. Marlies Sproll was appointed as Chief Scientific Officer and a member
of the Management Board of MorphoSys AG. Dr. Sproll leads MorphoSys’s research and develop-
ment departments, as well as alliance management. Dr. Sproli joined MorphoSys in October
2000 as R&D department head. In September 2004, Dr. Sproll was promoted to Senior Vice
President R&D, heading the complete research and development department of MorphoSys AG.

Number and Qualification of Employees
On December 31, 2005, the MorphoSys Group employed 172 people (December 31, 2004: 132).
On average, the MorphoSys Group employed 170 people for the year 2005 (2004: 117).

Of the 172 employees, 123 worked in research and development and 49 in sales, general and
administration. At the end of 2005, 46 of the employees of the MorphoSys Group had a Ph.D.
(December 31, 2004: 45).

Of total employees, 27 worked for the Biogenesis Group, of whom 10 were engaged in research
and development and 17 in sales, general and administration.

On December 31, 2005, MorphoSys employed one trainee as a technical information processor
in the area of information technology (December 31, 2004: 2).

R
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Environment and Health Protection

MorphoSys carries out its research in safety level “Bio I” and “Bio II” laboratories and under
observance of all relevant legal guidelines. Internal standards are more stringent than those
guidelines which are legally required. One designated employee for work safety is part of the
expert team of employees specifically responsible for work safety, biological safety and fire
prevention. Employees are given regular training to inform them of the latest guidelines. To date,
no official inspections have resulted in any requirement to change procedures. Due to regular
maintenance by internal employees, all laboratory equipment adheres to the highest possible
standard of safety. During 2005, no industrial accident was subject to mandatory reporting.

A detailed waste management concept has been extensively documented and ensures that dis-
posal of laboratory waste is always in line with valid limits and guidelines.

Regular medical checks are carried out for all MorphoSys employees. An initial medical check
is carried out for all new employees in the research department. Such checks are repeated yearly.
Furthermore, employees are routinely vaccinated against hepatitis A and B.

Risk Report

MorphoSys AG operates on a global basis. Its business activities comprise different risks, which
are relevant to many business functions. The business, financial condition and operating results
of MorphoSys may be materially adversely affected by each of these risks. In line with the Ger-
man “Corporate Sector Supervision and Transparency Act” {(“Gesetz zur Kontrolle und Transpa-
renz im Unternehmenshereich”—KonTraG), MorphoSys has established a comprehensive and
effective system to identify, assess, communicate and manage risks across its functions and
operations. Risk management has the goal of identifying risks as early as possible, limiting busi-
ness losses by means of suitable measures, and avoiding risks that pose a threat to the Compa-
ny’s existence. Regular risk analyses at a corporate level are carried out in the following areas:
Legal, Taxes and Insurance, Human Resources, Finance, Strategic Planning and Controlling,
Business Development, Research and Development, and Production.
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General Business-Related Risks

MorphoSys is subject to the typical industry and market risks inherent to the development of
fully human antibodies for use in research, diagnostics and therapy. It is known that the devel-
opment of drugs takes 10 to 15 years, with high attrition rates. MorphoSys is minimizing these
risks by partnering its products with pharmaceutical and biotechnology companies, which are
responsible for clinical development and marketing. In general, there is a risk that none of the
antibody products in MorphoSys’s current antibody pipeline will be successfully developed.

Within its second operating segment, the MorphoSys Group generates antibodies for research
applications and diagnostics applications. There is a risk that those products will not fulfill the
requirements of the customers, or that other products will be more favorably priced.

Acquisition Risks

During 2005, MorphoSys acquired the Biogenesis Group, through which the Company has
gained access to new distribution and sales channels. In the future, MorphoSys may acquire
additional companies or technologies to increase market share and to complement existing
business. Acquisition can expose the Company to risks associated with the assimilation of new
technologies, operations, sites and personnel, the inability to generate sales to offset acquisition
costs, the issuance of dilutive equity securities, the inability to maintain relationships with
employees and customers and additional expenses associated with future amortization or im-
pairment of acquired intangible assets or potential business. The failure to address the afore-
mentioned risks may prevent the Company from achieving the anticipated benefits from the
acquisition in a reasonable time frame.

Product Development Risks

MorphoSys is committed to generating therapeutic antibodies for its commercial partners and,
more recently, on its own account. Thus, the Company’s product pipeline comprises both part-
nered and proprietary therapeutic antibody development programs. These programs are subject
to a number of risks of failure inherent in the development of medical therapies. Product candi-
dates require pre-clinical studies and clinical trials in humans, as well as regulatory approval
pricr to commercialization. To date, none of the Company’s licensees or partners has commer-
cialized a product based on MorphoSys’s HuCAL technology, and HuCAL-derived therapeutics
are not expected to be commercially available for a number of years. In addition, none of the
HuCAL-derived product candidates has successfully completed all stages of clinical testing and
regulatory approval procedures. Pre-clinical studies may not predict and do not ensure safety
or efficacy in humans, and are not necessarily indicative of the results that may be achieved in
pivotal clinical trials with humans.
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Competition and Technological Change

MorphoSys’s business environment is characterized by rapid change and intense competition.
Its competitors include major pharmaceutical, chemical and biotech companies possessing
greater financial, technical and marketing resources than those available to MorphoSys. In ad-
dition, certain biotech companies have formed collaborations with large established companies
to support the research, development and commercialization of products that may be competi-
tive with those of MorphoSys. Moreover, certain research and academic institutions are also
active in areas similar to MorphoSys. Some of MorphoSys’s competitors are currently focusing
their business efforts on gaining a share of the market and offer their technology at little or no
cost to collaboration partners. The first pharmaceutical product to reach the market is often at
a significant advantage to later entrants, particularly since subsequent potential entrants must
prove an advantage of their product over products already in the market. There is a risk that
MorphoSys’s competitors could succeed in developing technologies and products that are safer,
less costly and more effective than its technologies or products. In addition, there is a risk that
these technologies could produce products that reach the market earlier and could be more
successful than those developed by MorphoSys.

Product Risks

The marketing and sale of antibody products and services for certain applications entails a po-
tential risk of product lability, and there can be no assurance that product liability claims will
not be brought against the Company. MorphoSys currently carries product liability insurance
coverage. There can be no assurance, however, that the Company will be able to maintain such
insurance at a reasonable cost and on reasonable term or that such insurance will be adequate
to protect MorphoSys against any or all potential claims or losses.

Dependence on Health Care and Pharmaceutical Spending

MorphoSys is dependent on various sources of income, including, in particular, fees, milestone
payments and royalties from licensees and partners, the financial condition of public treasuries
and the financial markets, the government and governmental health authorities, research insti-
tutions, private health insurers and other organizations. Part of MorphoSys’s revenue is derived
from entering into collaborations with partners, including pharmaceutical companies. Many
collaborative and/or outlicensing agreements provide for milestone payments and fees to be
paid subject to the satisfaction of specific criteria. MorphoSys has no control over whether its
partners or licensees will be ahle to meet such milestones, nor will MorphoSys be able to con-
trol whether products derived from its technology are being developed at all by its partners.
Moreover, certain pharmaceutical companies may be more likely to seek to inlicense products
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which have already reached a relatively advanced stage of development, such as phase 2 com-
pounds, as opposed to less advanced product candidates still in pre-clinical stages. Consequently,
the products in MorphoSys’s pipeline may not reach a sufficiently advanced stage of develop-
ment to be of interest to these pharmaceutical companies for some time. Therefore, the Company
can offer no assurance that there will be a guaranteed revenue stream from current or future
collaborations.

IP Risks

MorphoSys is or has been involved in legal proceedings in Germany and certain foreign juris-
dictions, including the United States. These involve claims hrought by and against it for license
or patent infringement, which arise in the ordinary course of business. After the settlement of
the litigation with Applied Molecular Evolution/Eli Lilly in September 2005, no significant
patent litigation is pending. However, the field of recombinant antibody libraries and phage dis-
play, in which the Company is active, is relatively new, and the intellectual property position

of the various parties involved is complex and litigious. Therefore, MorphoSys can offer no as-
surance that further patent suits will not be brought by companies possessing existing patents
or patents which have not yet been granted or which the Company is currently not aware of.
Any such proceedings, if brought and subsequently decided against MorphoSys, could have an
adverse material effect on the business, financial condition and operating results of MorphoSys.

Additional Funding Requirements

MorphoSys’s future capital requirements will continue to be substantial and will be dependent
on many factors, including its ability to find licensees and to enter into satisfactory collaboration
agreements, as well as the success of such collaborations in generating revenues (e. g. licensing
fees, milestone payments and royalties). The costs of the pre-clinical testing of MorphoSys's
products and technologies and the costs associated with filing, defending and enforcing patent
rights may exceed the returns from these products. MorphoSys may also need to raise addi-
tional funds in future years. The Company can offer no assurance that adequate funds will be
available to MorphoSys when needed on satisfactory terms or at all. If adequate funds are not
available or are not available on acceptable terms, MorphoSys may have to further reduce its
expenditures for research and development, production or marketing. Any such development
could have an adverse material effect on MorphoSys’s business, financial condition and results
of operations. If additional funds are raised by issuing shares, stockholders are likely to ex-
perience a dilution of their interests.
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Currency Risks

The Group accounts are administered in euros. While the expenses of MorphoSys are predomi-
nantly paid in euros, a significant part of the revenues depends on the current exchange rate of
U.S. dollars and euros. The Company examines the necessity of hedging foreign exchange
transactions to minimize currency risk during the year and addresses this risk by employing
derivative financial instruments.

Dependence on Key Personnel

MorphoSys has not experienced any difficulties in attracting or retaining key management or
scientific staff, but the continued ability to recruit and retain qualified skilled personnel is criti-
cal to the Company’s success. Due to the intense competition for experienced scientists from
numerous pharmaceutical and biotechnology companies and academic and other research insti-
tutions, there can be no assurance that MorphoSys will be able to attract and retain such per-
sonnel on acceptable terms. Planned activities will also require additional personnel, including
management, with expertise in different areas. The inability to recruit such personnel or devel-
op such expertise could have an adverse material impact on the Company’s operations.

Opportunities

MorphoSys is one of the world’s leading biotechnology companies focusing on fully human anti-
bodies. With its proprietary technologies, MorphoSys is developing not only the next generation
of therapeutic antibodies, but also antibodies for research and diagnostics purposes. Antibodies
represent the single fastest-growing class of therapeutic agents in the pharmaceutical industry.
The Company is well positioned in this market and expects to continue its growth.

Therapeutic Antibodies

MorphoSys is a global player in the field of therapeutic antibodies. Only a few companies offer
technologies to develop fully human antibodies, and MorphoSys offers one of the most advanced
technologies in this field. MorphoSys owns several issued and pending patents on its core anti-
body technologies, which provide the Company with protection from competition. Due to high
market entry barriers for new companies, as well as an increasing demand for antibody thera-
peutics, MorphoSys expects an increasing deal flow over the coming vears. As can be seen from
its partnership roster over the last six to seven years, MorphoSys has a broad set of alliances with
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pharmaceutical and biotechnology companies that have the know-how and resources to develop
new therapeutics. Furthermore, the Company has been extremely successful in extending
existing alliances. There may well be opportunities in the future not only to add new partner-
ships, but to extend and expand the scope of existing alliances.

By participating in drug development with multiple partners, MorphoSys has effectively low-
ered its risk profile. With currently between 25 and 30 active therapeutic antibody development
programs ongoing with its partners, the chance that MorphoSys will participate financially in
one or more marketed drugs is much higher than if fewer partnerships and fewer programs
were ongoing. As time goes on, and development projects advance, it is expected that both the
number and magnitude of success-based payments will increase.

With regard to MorphoSys’s proprietary antibody pipeline, the Company plans to increase its
investments in own development programs, and intends to develop the antibody MOR103 for
the treatment of rheumatoid arthritis at least as far as IND. By taking this program forward
without & partner, the Company stands to benefit from more lucrative financial terms at such
time as an alliance for its further development is entered into.

Research Antibodies

Through its acquisition of the Serotec Group, MorphoSys became Europe’s leading provider of
antibodies and antibody technology for research and diagnostic applications. With this, and the
earlier acquisition of Biogenesis, the Company is establishing a strong base from which to com-
mercialize HuCAL-derived antibodies in the research and diagnostics markets. These markets
have traditionally been totally dominated by antibodies derived from animals. With its first-
mover advantage, MorphoSys intends to lead the transition to new in vitro technologies for anti-
body generation. In contrast to animal-based methods, in vitro technologies, such as the HuCAL
library, offer greater speed, throughput and flexibility in antibody generation.

The Company has demonstrated its ability to complete acquisitions in this segment of the in-
dustry and to use these transactions to accelerate its growth. MorphoSys intends to continue
using a merger and acquisition strategy as a means of increasing its market share and achiev-
ing its growth objectives. From its current position as a leader in the European market, the
Company expects to become one of the leading global players in this field.
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Outlook and Forecast

Global Economic Outlook

In its September 2005 World Economic Outlook, the IMF (International Monetary Fund) contin-
ued to assume that the world economy —despite the renewed surge in oil prices in the third
quarter of 2005—will grow by 4.25% in 2006. The growth rate would thus remain well above
the long-term average of 3.5%. The IMF forecast is based on the expectation that the growth-
dampening effects of higher oil prices will be offset by a continued accommodative monetary
policy, favorable financial market conditions, especially low long-term interest rates, and a sus-
tained improvement in corporate balance sheet structures.

Development of the Biotechnology Sector

For 2006, a continued positive development of the biotechnology sector is anticipated. According
to Burrill& Company, in comparison to 2005, an increasing [PO market is expected, with more
than 30 IPOs in the U.S. and an even larger number internationally. It is intended that compa-
nies of the biotechnology industry will raise over US$ 35 billion in 2006, with approximately
US'$ 25 hillion from the public equity markets capital and US$ 10 billion in partnering. The
trend towards consolidation through M& A activities is expected to continue with more deals
than in 2005, especially among the larger companies.

Strategy

MorphoSys runs its business in two operating segments. One segment, the Therapeutic Anti-
bodies unit, develops drug candidates for commercial partners and MorphoSys’s own proprietary
product pipeline. MorphoSys’s second operating segment, the Research Antibodies segment,
delivers antibodies to the research antibody market under the brands “Antibodies by Design,”
“Biogenesis,” and from 2006, “Serotec.” From 2006 onwards, the segment will be named
AbD-Antibodies Direct.

In the future, MorphoSys expects further growth in both segments of its business. The Company
anticipates signing further therapeutic and research antibody collaborations. Additionally, it
plans to invest in the development of its own proprietary antibody therapeutics. For the Research
Antibodies segment (AbD), it is the stated goal of the Company to establish the HuCAL technol-
ogy as an industry standard for the generation of antibodies within the life science industry.
MorphoSys further endeavors to increase its worldwide market share through a combination of
organic and inorganic growth. For both segments, it intends to further expand to new geo-
graphical markets, e.g. the Asia-Pacific region.

Revenues

In line with growth expectations for a life sciences “growth” company, MorphoSys expects its
long-term organic sales growth to average at least 15% per annum. Over the last 5 years, annual
revenue growth has averaged 36 %.
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MorphoSys receives periodic license payments (both short and long term), funded research pay-
ments, performance-based success payments, and clinical milestone payments within the realm
of its therapeutic antibody collaborations. In 2006, it is anticipated that milestones and success-
based payments will contribute an increasing percentage of total revenues as compared to
previous years. Such performance-based payments lend themselves to potentially higher upside,
but also more volatility and unpredictability throughout the year.

Revenues from the Research Antibodies segment (AbD) are expected to further increase.
Through the acquisition of Serotec in January 2006, revenues will at least triple in 2006. The
acquisition of Biogenesis and Serotec provides MorphoSys with immediate access to new distri-
buticn channels and customers for its innovative HuCAL antibody technology. Revenues from
the AbD segment comprise sales of readymade antibodies from the Biogenesis and Serotec anti-
body catalogs, revenues for services of the Antibodies by Design unit for custom monoclonal
antibodies, and revenues for contract manufacturing services.

Expenses

Expenses are expected to increase in 2006 compared to the prior year, mainly due to an in-
creased full-year total average head count of the MorphoSys Group as compared to the previous
year. Additionally, personnel costs are expected to be impacted by higher stock-based compensa-
tion expenses resulting from stock options and convertible bonds granted at the beginning of
2006. Further increases in costs are expected to arise from further investment into development
of the underlying HuCAL technology and higher levels of investment into product development.

Research and Development

Research and development is to remain the key focus in coming years. MorphoSys intends to
maintain its technological leadership in the area of human antibodies and plans to invest money
in further technology development. The Company continues to pursue further proprietary prod-
uct development, and more specifically, focus these efforts on getting MOR103 for the treatment
of rheumatoid arthritis at least as far as IND.

Financing

MorphoSys achieved profitability for the first time in 2004, and has been cash positive since
2003. The present business model is predicated on running operations independent of the capi-
tal market, i.e. at least cash neutral. Free cash flow and operating profits are intended to be
reinvested into research and development, as well as in future growth opportunities in order to
secure the long-term growth of the Company. On this basis, financings required for continuation
of normal operations are currently not foreseen in 2006. However, a financing in conjunction
with future acquisition would not be excluded per se on this basis.
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Capital Expenditures

Investment in property, plant and equipment is expected to increase in comparison to the pre-
vious year. Such investment is expected to focus on increasing the efficiency of antibody gen-
eration at MorphoSys and maintaining the technological leadership using the HuCAL antibody
library. For the newly acquired Serotec Group, investments for integration and exploitation of
synergies are planned.

Human Resources

The average number of total employees of the MorphoSys Group is expected to be higher in
2006 due to the acquisition of Serotec, which adds approximately 80 employees to the corporate
head count. New employees required beyond these levels are presently contingent upon new
collaborations or expansions of existing business activities to support the same.

Supply Chain Management

In conjunction with the newly acquired affiliates in the U.K. and the U.S. {i.e. the Biogenesis
Group and the Serotec Group), MorphoSys is presently identifying common vendors across its
various subsidiaries, in order to secure global agreements with these parties. [t is expected
that additional critical mass could thereby be gained in these agreements, which would help
the Company to secure the most beneficial terms for Group companies.

Future Legal Corporate Structure and Organization

The acquired Biogenesis Ltd. and Biogenesis, Inc., are now subsidiaries of MorphoSys AG and
were renamed MorphoSys UK Ltd. and MorphoSys US, Inc., by the beginning of 2006 The re-
cently acquired Serotec Group, which includes Serotec Ltd., Serotec, Inc., Serotec GmbH and
Oxford Biotechnology Ltd., also became an affiliate of MorphoSys AG. A review is presently
ongoing relating to corporate structure, with the ultimate purpose of making the present
MorphoSys Group companies work as efficiently and smoothly as possible.

Dividends

Although MorphoSys achieved a net profit in 2005, the Company believes that the payment of
dividends should be deferred until such time as its financial and liquidity position supports the
same. As such, any profits generated by the business shall be reinvested into the operation of
its business in order to create further growth opportunities for the future.
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in € Note 12/31/2004
Revenues 19 33,486,843 21,978,796
Operating Expenses
_____ Cost of Goods Sold o 2,514,172 943,817
..Research zng Development 213007688 11447478
Sales, Generaland Administratve 10072583 N 7522188
__'_Stock—BaEg(‘i"Compensation ' ____________ 14,15 ------ i~,1'3.2,16‘4 ) '1.,4é3,9"()7
Total Operating Expenses ' 27,326,502 21,337,390
Profit from Operations 6,160,341 641,406
_____ Interest Income 108,101 285,695
_____ Interest Expense 277,228 338,469
Other Expenses, Net 879,259 306,520
- Profit before Taxes ------- 5-,— 111,95 5 ------------ 2 82,112
_____ Income Tax 17 435,586 -
Net Profit O - 1676369 282,12
Basic Net Profit per Share 18 0.84 0.05
..... Diluted Net Profit per Share e 12 .08 0.5,
Shares Used in Computing Basic Net Profit
_____ per Share 18 5578865 5,131,467
Shares Used in Computing Diluted Net Profit
per Share 18 5,650,378 5,169,965

See accompanying notes
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Consolidated Balance Sheets (IFRS)

n€ Note 12/81 /2008 12/31/2004
Assets

Current Assets

Cash and Cash Equivalents 4017029 12,531198
 Available-for-Sale Financial Assets 49,542,541 24,698,532
.. Acqounts Recelvable 5. ...3349802 | 2304778

Other Receivables 5 2133 392,035

Prepaid Expenses and.Other Current Assets 7 1,544,174 ' '436,668_

Total Current Assets 58,474,689 49,357,151

Non-Current Assets

Property, Plant and Equipment, Net 8 4,696,863 2,330,995

Patents, Net 9_» __________ 2361005 2,790,091

License Fee_:s_:_Net ____________ 9 8457091

Software, Net 9 131,506

Know- Hov-\;"a.nd Custor%“e:f__iji_'snt_,_ Net 9 ______ 1,48 5567 ______________

Goodwll 9 4137349 _' -

Other Assets 0 37254 358,210
" Jotal NonCurrent Assets 21,641,955 15,438,542
Total Assets 80,116,644 55,795,693

See accompanying notes
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in€ Note 12/31/2004
Liabilities and Stockholders’ Equity
Current Liabilities

Accounts Payable n 4,321,591 3,838,144
_ Current Portion of License Payable 31 1,012,033 ¢ 910,243

Provisions 12 978,719 600,607
* Current Portion of Deferred Revenue 1q 4735208 4,757,045

Total Current Liabilites 11,047,751 10,106,243
Non-Current Liabilities

License Payable, Net of Current Portion - 880,015

Deferred Revenue, Net of Current Portion 1q ~3,687199 5,100,646

Comverible Bongs us to Related Partes T T e T o en
Deferred Tax Liablty 9,17 1260946 220,611

Total Non-Current Liabilities 5,061,122 6,310,964
Stockholders’ Equity 13, 14, 15

Common Stock, € 3.00 Par Value;

11,416,850 and 9,597,400 Ordinary Shares Authorized;

6,025,863 and 5,438,852 Ordinary Shares Issued;

5,996,701 and 5,408,790 Ordinary Shares Outstanding;

for 2005 and 2004 respectively

Treasury Stock (29,162 and 30,062 Shares

for 2005 and 2004 respectively), at Cost 18,066,886 16,305,523
""" Additional Paid-In Capital T T T ok ai2849 78,646,377

Accumulated Of'r;}er Comprehensive Income 877863 """""""" 452782
"~ Accumulated Deficit o (51349,827)  (56,026,196)

Total Stocknolders’ Equity _______________________ _6_f%19_9,73"7]_1_“'

Total Liabilities and Stockholders’ Equity 80,116,644 55,795,693

See accompanying notes
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Consolidated Statements of Changes

y 9 T o D T3

in Stockholders’ Equity (IFR.S)

Common Stock

Shares €
Balance as of January 1, 2004 4,901,332 14,703,996
Compensation Related to the Grant of Stock Options and Conv. Bonds
Equity Components of Convertible Bonds Granted to Employees
Exercise of Options and Convertible Bonds Issued to Related Parties - 47,387 142,161

Exercise of Options from Treasury Stock Issued to Related Parties

Conversion of Convertible Bonds, Net of Issuance Cost of € 126,583 490,133 1,470,399

Other Comprehensive Income:

Change in Unrealized Gain on Available-for-Sale Securities,
Net of Deferred Tax Asset

Foreign Currency Gain from Consclidation
Net Profit for the Period
Comprehensive Income
Balance as of December 31, 2004 5,438,852 16,316,556

Equity Components of Convertible Bonds Granted to Employee_s

Exercise of Options and Convertible Bonds Issued to Related Parties 96,878 290,634

Exercise of Options from Treasury Stock Issued to Related Parties

Capital Increase, Net of Issuance Cost of € 483,253 490,133 1,470,399

Other Comprehensive income:

Change in Unrealized Gain on Available-for-Sale Securities,
Net of Deferred Tax Asset

Net Profit for the Period

Comprehensive lng_c_)_me
Balance as of December 31, 2005 6,025,863 18,077,589

See accompanying notes
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Treasury Stock Additional Revaluation Translation Accumulated flotaliStocie

Paid-In Capital Reserve Reserve Deficit heleers’ Eeuity

Shares € € € € € &

B 59,762 (21,934) 68,632,990 244,930 50,826  (56,308,308) 27,302,500
________ 1423908 1,423,908

"""""" 7405 7,405
- 715476 857,637

(29,700) 10901 sosgso 519,751

____________________ 7,357,748 8,826,147

L I 158,299

(1,273) (1,273)

____________________________________________________ 282,112 282,112

439,138

30,062 (11,033) 78,646,377 403,229 49,553 (56,026,196) 39,378,486

B iszis 1,132,104
L — 1476563

(900) 330 2,370 2,700

issas0es 16,916,468

_________ 181,450 181,450

""" 243,631 243,631

__________________________ 4,676,369 4,676,369

___________________________ _. 5,101,450

- 29,162 (10,703) 96,412,849 584,679 203184  (51,349,827) 64,007,771
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Consolidated Statements of

Cash Flows (IFRS)

in€ Note 12/31/2004
Operating Activities

Net Profit 4,676,369 282,112
Adjustments to Reconcile Net Profit to Net Cash

Provided by/(Used in) Operating Activities:

Depreciation 928,002 656,805

Amo_rj_i_zle_ajion of Intangible Assets 26%560 1980243

Income Tax Berefit (344,817) -
-Net Gain on Sales of Financial Assets (6H187) __________ (109748)

Unrealized Net Loss/{Gain) on Derivative

Financial Instruments 336,004 (233,459)

Loss/(Gain) on Sale of Property and Equipme-nt 26,396 (562)
_____ L 0SS On Sale of Intangible Assets ._“433,792 -

Recognition of Deferred Revenue {11,669,191) (11,515,191)

Stock-Based Compensation 1,132,104___ 1,423,907

Changes in Operating Assets and Liabilities:

Accounts Receiva_p!_e (624,172) (193,068)»
__Prepaid Expenses and QOther Assets (909.014) 202,488
_ Accounts Payable and Provisions .. 869.890 1,381,447

Licenses Payable (1,006,679_)__ (538,162)

Other Liabililes (1,520,771 -

DEfeMed REVENUE | e e 10,233,703 11,014,632

Cash Generated from Operations 4,216,989 4,351,444

InterestPaid 228,654 325,011
Net Cash Provided by Operating Activities ' 4,445,643 4,676,455

See accompanying notes
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in € Note 12/31/2004
Investing Activities:
_____ Purchases of Financial Assets (43,317,784) (16,638,219)
_ Proceeds from Sales of FmanmaIAssets - 19611985 ------- 9 055420
.k }_J_rghgﬁ_eiﬁ_g_f_f[Q_ﬁ_{'_s_r_tvy_,__F_’_lg__ﬁt and Equipment (6"2'5:'5"53[ (15051021
Proceeds from Disposals of Property,
Plant and Equipment 75914 20,267
_ _ (73,499)  (221,644)
_Acquisition of Biogenesis, Net Qf_CasH“A.r':'qgifggw_ ............. (7,069,417) o
Net Cash Used in Investing Activities 19 (31,398,354{ m(9,289,278)
Financing Activities:
Proceeds from the Issuance of Equity 17,399]”2'2._ 8954730
Proceeds from the Exercise of Options and
CLomvertible Bonds 1,479,263 1,377,388
Interest Expense Due to the Issuance of
.. Convertible Bonds Granted to Related Parties T 13,458
Net of Proceeds and Payments from the Issuance
__of Convertible Bonds Granted to Related Parties {59,478) (47,508)
_____ Purchases of Derivative Financial Instruments 6 (75,0005" (186,647)
Proceeds from the Disposal of Derivatives 6 136,529 508,000
 Net Cost of Share Issuance N aeszsy (126,583)
Ne-t- Cash Provided by Financing Activi.t‘ivc'as - ' 19 18,397,78-5" 10,492,838"
_ Effect of Exchange Rate DifferencesonCash 40,759 (1,273
. (Decrease) /Increase in Cosh and Cash Equivalenss £.514169) 5878742
Cash and Cash Equivalents at the Beginning
of the Period 12,531,198 6,652,456
Cash and Cash Equivalents at the End
of the Period 4,017,029 12,531,198

See accompanying notes
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Notes to the

Consolidated Financial Statements

ﬂ Organization and Summary of
L Significant Accounting Policies

Business and Organization

MorphoSys AG (“the Company, MorphoSys”) is a biotechnol-
ogy company using combinatorial biology for drug discovery
with the principal objective of developing and commercially
exploiting new enabling technologies across a broad scientific
spectrum. The Company was founded in July 1992 as a Ger-
man limited liability company. In June 1998, MorphoSys AG
became a German stock corporation. In March 1999, the Com-
pany went public on Germany’s Neuer Markt, the stock ex-
change designated for high-growth enterprises. On January
15, 2003, MorphoSys AG was admitted to the Prime Standard
segment of the Frankfurt Stock Exchange.

Consolidated Companies
The Company has four wholly owned subsidiaries (together
referred to as the “MorphoSys Group”):

MorphoSys U.S.A., Inc., was incorporated in the United States
on February 16, 2000. The subsidiary’s purpose was to assist
the Company in the sale and licensing of MorphoSvs AG prod-
ucts. MorphoSys U.S.A,, Inc. substantially ceased its opera-
tions in November 2002.

MorphoSys IP GmbH was incorporated in Munich, Germany,
on November 6, 2002. The subsidiary’s purpose is to pur-
chase, maintain and administer certain intangible assets of
the MorphoSys Group. The company’s operations are physi-
cally located on the premises of MorphoSys AG, and opera-
tions commenced on December 31, 2002.

Biogenesis Ltd. (Poole, U.K.) and its sister company Biogenesis,
Inc. (Brentwood, New Hampshire, U.S.A.), were acquired by
MorphoSys in January 2005. The final agreements specified
the purchase of 100 % ownership of the two companies by
MorphoSys AG for a total of £ 5,250,000, less net debt of ap-
proximately £ 0.7 million.

General Information

The consolidated financial statements for the year ended De-
cember 31, 2005, will be authorized for issue in accordance
with a resolution of the Management Board on February 10,
2006. The Management Board is represented by: Dr. Simon E.
Moroney (Chief Executive Officer), Mr. Dave Lemus (Executive
Vice President and Chief Financial Officer) and Dr. Marlies
Sproll (Chief Scientific Officer since November 1, 2005).

The Supervisory Board is represented by Dr. Gerald Mdller
{Chairman, Remuneration & Nomination Committee), Prof. Dr.
Jurgen Drews (Deputy Chairman, Remuneration & Nomination
Committee), Dr. Daniel Camus (Audit Committee), Dr. Metin Col-
pan (Remuneration & Nominaticn Committee), Prof. Dr. Andreas
Pliickthun and Dr. Geoffrey N. Vernon (Audit Committee).



The registered offices of MorphoSys AG are located at
Lena-Christ-Str. 48 in 82152 Martinsried/Planegg, Germany.

Significant Accounting Policies

a) Basis of Adoption

The preparation of the consolidated financial statements in
conformity with the International Financial Reporting Stand-
ards (IFRS) requires management to make certain estimates
and assumptions that affect the amounts reported in the con-
solidated financial statements and accompanying notes. Ac-
tual results could differ from those estimates.

The accounting policies set out below have been applied con-
sistently to all periods presented in these consolidated finan-
clial statements.

IFRS 2 “Share-Based Payment”

IFRS 2 “Share-Based Payment” requires an expense to be rec-
ognized where the Group buys goods or services in exchange
for shares or rights over shares (“equity-settled transactions”),
or in exchange for other assets equivalent in value to a given
number of shares or rights over shares {“cash-settled transac-
tions”). The main impact of IFRS 2 on the Group refers to the
expense associated with employees’ and directors’ share
options and other share-based incentives by using an option-
pricing model.

In accordance with IFRS 2.54, the Group has applied IFRS 2 to
equity-settled awards granted on or after January 1, 1999. In
accordance with IFRS 2.56, opticns granted prior to January 1,
1999, are therefore not expensed. All information is nonethe-
less disclosed in line with IFRS 2.44 and 2.45. Further details
are given in the Notes to the Consolidated Financial State-
ments—sections 14 and 15.

077 (

IFRS 3 “Business Combinations,” IAS 36 “Impairment of
Assets” and TAS 38 “Intangible Assets”

IFRS 3 applies to accounting for business combinations for
which the agreement date is on or after March 31, 2004. [FRS
3 requires that all business combinations are accounted for
using the purchase method, whereby identifiable assets and
liabilities acquired are measured initially at their fair value.
Any excess of the purchase price over the amounts allocated
is recognized as goodwill. The goodwill is subject to a regular
review for possible impairment.

The Company determined the accounting for business combi-
nations in 2005 only provisionally. It is currently performing
a purchase price allocation. The outcome may result in an ad-
justment of the goodwill following IFRS 3.62; any adjustments
to the provisional values will be recognized within twelve
months of the acquisition date (IFRS 3.69).

The useful economic life of intangible assets is generally as-
sessed at the level of individual assets as having eijther a fi-
nite or an indefinite life. The Company has not identified any
assets with an indefinite life. Intangible assets with a finite
life have been amortized over their useful life. Amortization
periods and methods for intangible assets with finite useful
economic lives are reviewed annually or earlier where an in-
dicator of impairment exists. In 2005, the Company identified
impairments for assets acquired. Please see the Notes to the
Consolidated Financial Statements—section 9 for detailed in-
formation.

Receivables, liabilities, provisions, income and expenses and
profits between consolidated companies are eliminated on
consolidation.
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b} Statement of Compliance

The accompanying consolidated financial statements have
been prepared in accordance with the International Financial
Reporting Standards (IFRS) adopted by the International Ac-
counting Standards Board (IASB), London, in consideration of
interpretations of the Standing Interpretations Committee
(SIC), the International Financial Reporting Interpretations
Committee (IFRIC) and the IFRS adopted by the Eurcpean
Commission.

The consolidated financial statements of the Company for the
year ended December 31, 2005, comprise the Company and its
subsidiaries (together referred to as the “MorphoSys Group”).

c) Basis of Presentation

The financial statements are presented in euros unless other-
wise stated. They are prepared on the historical cost basis
except that the following assets and liabilities are stated at
their fair value: derivative financial instruments, investments
available for sale and certain licenses (Cambridge Antibody
Technology Ltd. (CAT) and XOMA Ireland Ltd.). All figures in
this report are rounded either to the nearest euro or thousand
of euros.

IAS 27 “Consolidated and Separate Financial Statements” shall
be applied for annual periods beginning on or after January 1,
2005. The Company decided to adopt IAS 27 for all financial
statements beginning January 1, 2003. The accounting poli-
cies have been applied consistently by Group entities following
TAS 27.28.

d) Basis of Consolidation

Intercompany balances and transactions and any unrealized
gains arising from intercompany transactions are eliminated
in preparing the consolidated financial statements following
TAS 27.24. Unrealized losses are eliminated in the same way
as unrealized gains. Please see the Notes to the Consolidated
Financial Statements —section la IFRS 3 “Business Combina-
tions” for further details.

e) Foreign Currency Transiation

IAS 21 (“The Effects of Changes in Foreign Exchange Rates”)
defines the accounting for transactions and balances in foreign
currencies. Transactions in foreign currencies are translated
at the foreign exchange rate as of the date of the transaction.
Foreign exchange differences arising on these translations
are recognized in the income statement. On the balance sheet
date, assets and liabilities are translated at the closing rate,
and income and expenses are translated at the average ex-
change rate for the period. Any foreign exchange differences
deriving from these translations are recorded in the income
statement. Any further foreign exchange differences on a
Group level are recognized in other comprehensive income
(equity}).

f) Interest

MorphoSys uses interest rates to calculate fair values and
discount certain liability. For stock-based compensation
calculation, MorphoSys uses the interest rate of a German
government bond with a duration of two years at grant date.

To discount certain obligations in connection with the settle-
ment agresment with CAT, the Company uses a 13% interest
rate to discount its liability.

g) Derivative Financial Instruments

The Group uses derivative financial instruments to hedge its
exposure to foreign exchange rate risks. In accordance with
1AS 39.9, all derivative financial instruments are held for trad-
ing and recognized initially at cost. Subsequent to initial rec-
ognition, derivative financial instruments are stated at fair
value, which is their quoted market price as of the balance
sheet date. Since the derivatives were not tested for hedge
accounting, any resulting gain or loss is recognized in the in-
come statement. According to the Group’s foreign currency
hedging policy, receivables which are definite and collectable
within a twelve-month period will be hedged.




h) Cash and Cash Equivalents

The Company considers all cash at bank, in hand and short-
term deposits with an original maturity of three months or
less to be cash and cash equivalents. The Company invests its
cash in deposits with two major German financial institutions,
namely HypoVereinsbank and Deutsche Bank.

i) Financial Assets

All financial assets are initially recognized at cost, being the
fair value of the consideration given and including acquisition
charges associated with the investment.

The Company accounts for its investments in debt and equity
securities in accordance with TAS 39. The management deter-
mines the proper classifications of financial assets at the time
of purchase and re-evaluates such designations as of each bal-
ance sheet date. As of December 31, 2005, and as of December
31, 2004, the financial assets held by the Group have been
classified as available for sale. These financial assets are rec-
ognized or derecognized by the Group on the date it commits
to purchase or sell the financial assets. After initial recogni-
tion, available-for-sale financial assets are measured at fair
value, with any resulting gain or loss reported directly in oth-
er comprehensive income within equity until the financial as-
sets are sold, collected or otherwise disposed of, or until the
financial assets are determined to be impaired, at which time
the cumulative loss is reported in the income statement.

The Company considers a decline in the fair value of available-
for-sale financial assets which is longer than six months in
duration to be deemed other than temporary unless specific
facts and circumstances indicate otherwise. If, in a subse-
quent period, the fair value increases, the impairment loss is
reversed, with the amount of reversal included in other com-
prehensive income for equity securities and in the income
statement for debt securities.
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j) Accounts Receivable

Accounts receivable are stated at their cost less any allowance
for doubtful accounts (see below) and impairment losses (see
accounting policy n}.

The allowance for doubtful accounts is based on the manage-
ment’s assessment of the collectibility of specific customer
accounts and the aging of the accounts receivable. If there is a
deterioration in a major customer’s creditworthiness or actual
defaults are higher than the historical experience, the man-
agement’s estimates of the recoverability of amounts due to
the Company could be adversely affected. Based on manage-
ment assessment, allowances in the amount of €41,461 as

of December 31, 2005, and € 36,456 as of Decembher 31, 2004,
were recognized. The Company does not require collateral
from customers for accounts receivable.

k) Inventory

Inventories are stated on a FIFO basis at the manufacturing/
acquisition cost or net realizable value, whichever is the low-
er. Manufacturing cost of self-produced inventories comprises
all costs which are directly attributable and an appropriate
portion of the overhead costs.
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I) Property, Plant and Equipment

Property, plant and equipment is stated at cost, less accumu-
lated depreciation (see also the Notes to the Consolidated
Financial Statements—section 8) and impairment losses

(see accounting policy n). Replacements and improvements
are capitalized while general repairs and maintenance are
charged to expenses as incurred. Assets are depreciated over
their expected useful lives using the straight-line method
(three to five years). Leasehold improvements are depreciated
over the estimated useful lives of the assets (ten to fifty
years).

m) Intangible Assets

ma) Research and Development

Research costs are expensed as incurred. Development costs
were expensed as incurred in accordance with IAS 38.5 and
IAS 38.11-38.23.

mb) Patent Costs

Patents obtained by the Group are stated at cost less accumu-
lated amortization (see below) and impairment losses (see
accounting policy n). Capitalized costs principally relate to
the costs of legal counsel. Patent costs are amortized on a
straight-line basis over their estimated useful life (ten years)
or the remaining patent term, whichever is the lower. Amorti-
zation commences when the patent is issued. The Company’s
patents covering its proprietary HuCAL technology were
granted in Australia in October 2000, in the United States

of America in October 2001 and in Europe in June 2002. Fur-
ther patent applications are pending in Canada and Japan.

)
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mc) License Rights

The Company acquired license rights by making up-front li-
censing payments, annual maintenance fees and sublicensing
payments to third parties. The Company amortizes up-front
licensing payments on a straight-line hasis over the estimated
useful life of the acquired license (ten years). The amortiza-
tion period and method is reviewed at each balance sheet date
(IAS 38.104). Annual maintenance fees are amortized over the
term of each annual agreement. Sublicensing payments are
amortized on a straight-line basis over the life of the contract
or the estimated useful life of the collaboration for those con-
tracts without a stipulated term.

md) Software

Software is stated at cost less accumulated amertization (see
below) and impairment losses (see accounting policy n). Amor-
tization is charged to the income statement on a straight-line
basis over the estimated useful life of three years. Software is
amortized from the date it is available for use.

me) Subsequent Expenditure

Subsequent expenditure on capitalized intangible assets is
capitalized only when it increases the future economic bene-
fits embodied in the specific asset to which it relates. All other
expenditure is expensed as incurred.



n) Impairment

The management evaluates the carrying amount of the
Group’s assets for potential impairment at each balance sheet
date or whenever events or changes in circumstances indicate
that the carrying amount of such assets may not be recover-
able. If any indication of impairment exists, the asset’s recov-
erable amount is estimated. An impairment loss is recognized
whenever the recoverable amount is less than the carrying
amount of an asset. Impairment losses are recognized in the
income statement.

The recoverable amount of an asset is its fair value less costs
to sell or its value in use, whichever is the greater. In assess-
ing value in use, the estimated future cash flows are discount-
ed to their present value using a pre-tax discount rate that
reflects current market assessments of the time value of mon-
ey and the risks specific to the asset. For an asset that does
not generate independent cash inflows, the recoverable
amount is determined for the cash-generating unit to which
the asset belongs.

An impairment loss in respect of a receivable is reversed if the
subsequent increase in the recoverable amount can be related
chjectively to an event occurring after the impairment loss
was recognized. With respect to other assets, an impairment
loss is reversed if there has been a change in the estimates
used to determine the recoverable amount. An impairment loss
is reversed only to the extent that the asset’s carrying amount
does not exceed the carrying amount that would have been de-
termined, net of depreciation or amortization, if no impairment
loss had been recognized. As of December 31, 2005, impair-
ments in the amount of € 0.5 million were identified and rec-
ognized as R&D expénses (see also the Notes to the Consoli-
dated Financial Statements—section 9).

o) Trade and Other Payables

Trade and other payables are stated at their repayment
amounts. Payables with repayment dates exceeding one year
are discounted to their net present values. Payables of uncer-
tain timing or amount are shown as provisions.

p) Convertible Bonds

The Company issued convertible bonds to the Supervisory
Board, Management Board and employees of the Group under
application of IAS 32 and TAS 39. In accordance with [AS
32.28, the equity portion of the bond has to be separated and
presented as additional paid-in capital. The equity component
is deducted from the fair value of the bond. The remaining
value is recognized as stock-based compensation. The Com-
pany applies the provisions of IFRS 2 “Share-Based Payment”
for all convertible bonds granted to the Supervisory Board,
Management Board and employees of the Group.

a) Revenue Recognition

The Company’s revenues include technology access fees and
fees derived from research and development collaboration
agreements predominately with companies based in the United
States.

Revenues related to non-refundable technology access fees,
subscri\ption fees and license fees are deferred and recognized
ona straig.ﬁt—line basis over the relevant periods of the agree-
ment, generally the research term or the estimated useful life
of the collaboration for those contracts without a stipulated
term unless a more accurate means of recognizing revenue is
available. Research and development collaboration service
fees are recognized in the period when the services are pro-
vided. Milestone revenues are'recognized upon achievement
of certain criteria.
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Investment grants from governmental agencies for the
support of specific research and development projects for
which cash has been received are recorded as revenue to the
extent the related expenses have been incurred. Under the
terms of the investment grants, the governmental agencies
generally have the right to audit the use of the payments
received by the Company.

In accordance with IAS 18.21, 18.25 and 1AS 20.18, the total
consideration in revenue arrangements with multiple deliv-
erables will be allocated among the separately identifiable
components based on their respective fair values under ap-
plication of IAS 18.20, and the applicable revenue recognition
criteria will be considered separately for each of the separate
components.

Deferred revenue represents revenues received but not yet
earned per the terms of the contracts. Grant revenue in 2005
amounted to € 0.4 million (2004: € 0.1 million).

r) Expenses

ra) Cost of Goods Sold

Cost of goods sold comprises the cost of manufactured prod-
ucts and the acquisition cost of purchased goods which have
been sold.

rb) Stock-Based Compensation

The Company applies the provisions of IFRS 2 “Share-Based
Payment” which obligates the Company to record the esti-
mated fair value for stock options and other awards at the
measurement date as a compensation expense over the period
in which the employees render the services associated with
the award.

rc) Operating Lease Payments

Payments made under operating leases are recognized in
the income statement on a straight-line basis over the term
of the lease.

s) Interest Income
Interest income is recognized in the income statement as it
occurs, taking into account the effective yield on the asset.

t) Interest Expense
Borrowing costs are expensed when incurred.

u) Income Taxes

Income tax on the profit or loss for the year comprises current
and deferred tax. Income tax is recognized in the income
statement except to the extent that it relates tc items recog-
nized directly in equity, in which case it is recognized in
equity. Current tax is the expected tax payable on the taxable
income for the year, using tax rates enacted or substantially
enacted at the balance sheet date, and any adjustment to tax
payable with respect to previous years.



Deferred tax is calculated using the balance sheet liability
method, providing for temporary differences between the car-
rying amounts of assets and liabilities for financial reporting
purposes and the amounts used for taxation purposes. The
amount of deferred tax provided is based on the expected
manner of realization or settlement of the carrying amount of
assets and liabilities, using tax rates enacted or substantially
enacted at the balance sheet date.

A deferred tax asset is recognized only to the extent that it is
probable that future taxable profits will be available against
which the asset can be utilized. Deferred tax assets are re-
duced to the extent that it is no longer probable that the re-
lated tax benefit will be realized.

2 Segment Reporting

A segment is a distinguishable component of the Group that
is engaged in providing products or services and that is sub-
ject to risks and returns that are different from those of other
segments.

Segment information is presented in respect of the Group’s
business and geographical segments. The primary format,
business segments, is based on the Group’s management and
internal reporting structure. Segment results and assets in-
clude items directly attributable to a segment as well as those
that can be allocated on a reasonable basis.

General and administrative expenses are allocated to the re-
spective business segments by applying an allocation along
the head count. Intangibles attributable to both segments are
allocated along revenues.
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The Group consists of the following main business segments:

Therapeutic Antibodies

MorphoSys possesses one of the leading technologies in the
generation of human antibody therapeutics and bespoke anti-
body research projects. The Company makes use of its tech-
nology in collaborations with international pharmaceutical
and biotech companies, as well as on its own account.

Research Antibodies Segment

The Research Antibodies segment leverages MorphoSys’s core
technological capabilities in the design and manufacture of
antibodies for research purposes. It commercializes HuCAL
technology focusing on the custom generation of research an-
tibodies for partners on an individual basis.

Geographical Segments

In presenting information on the basis of geographical seg-
ments, segment revenue is based on the geographical location
of the customers. Segment assets are based on the geographi-
cal location of the assets.
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Therapeutic Antibodies Research Antibodies Unallocated Consolidated
in 000's € 2008 2004 2008 2004 2008 2004 2008 2004
Revenues 29,139 21,194 4,348 784 33,487 21,978
Cost of Goods Sold 2,514 944 2,514 944
Segment Result 12121 6,094  (3,062) (2,372)  (2,899)  (3,081) 6,160 641
interest Income 108 286
Interest Expense 277... 338
Other Expenses, Net T 87¢ 307
Total Profit Before
Taxes 5,112 282
Income Tax 436 -
Total Profit 4,676 282
Cash and Cash
Equivalents 215 3,802 12,531 4,017 12,531
Accounts Receivables 2742 2,065 604 240 3346 2,305
Prepaid Expenses and
Other Current Assets 542“ 1,002 431 1,544 431
Property, Plant and
Equipment, Net 1,028 1,090 3,326 878 343 363 4,697 2,331
Software, Net 93 20 8 8 31 70 13z 288
Know- How and
Customer List 1,485 1,485
Goodwill 4,137 4,137
Total Segment Assets 3,863 3,365 10,317 1,126 65,937 51,305 80,117 55796
Accounts Payable 332 3,990 3,838 4,322 3,838
Deferred Revenue 8,391 9,815 31 43 8422 9,858
Deferred Tax Liability 940 321 221 1,261 221
Total Segment Liabilities 8,391 9,815 1,303 43 6,415 6,560 16,109 16,418
Capital Expenditure 505 728 124 777 70 699 1,505
Depreciation 537 sl 391 45 51 9728 657

The balance sheet items shown in the table above include seg-

ment allocation. The other items remain unallocated.

Segment result is defined as segment revenue less operating

segment expenses.



The following table shows the split of the Company’s consoli-

dated sales by geographical markets:.

in 000's € 2008 2004
Europe and

Rest of the World B 19,462 9,935
U.SA and Canads 14,025 12,043
Total 33,487 21,978

The following table shows the split of the Company’s assets by

geographical segments:

in 000’s € 2008 2004
Germany 77,639 55,796
U.K. 1,957 -
U.S.A. -
Total Assets 80,117 55,796

The following table shows the split of the Company’s capital
expenditure by geographical segments:

in 000's € 2008 2004
Germany 630 1,727
g, -
U.S.A. ) o
Total 699 1,727

3 Cash and Cash Equivalents
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in 000’s € 2008 2004

Bank Balances and

Cash in Hand 3,590 12,281

Term Deposits 427 250
Cash and

Cash Equivalents 4,017 12,531
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4 Financial Assets

Financial assets consist of the following as of December 31,
2005 and 2004:
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Gross Unrealized

. Realized
Holding Holding  Market
in 000’s € Maturity Cost Gains Losses Gains Value
12/31/2005
DB Money Market Funds daily 48,637 905 - - 49,542
RestrictedCash -
i ' 49,542
12/31/2004
"DB Money Mﬁ_r_l_(_e_e_t furds daily_ B 24,320 624 - - 24,944
Restricted Cash 246
24,698

The gross unrealized holding gains of € 905,364 for the
year ended December 31, 2005, and € 623,840 for the year
ended December 31, 2004, were recorded as a separate com-
ponent of stockholders’ equity (revaluation reserve). In 2005
the Group recorded gains of € 611,187 in the income state-
ment on the sale of financial assets, which had previously
been recognized in equity (2004: € 109,748).

For further details on accounting for financial assets see the
Notes to the Consolidated Financial Statements—section 1i).

=
5 Accounts Receivable

All accounts receivable are non-interest bearing and are gen-
erally due on a 30- to 45-day term. On December 31, 2005
and 2004, accounts receivable included unbilled amounts of
€ 145,648 and € 116,037 respectively.

@ Other Receivables

According to the Company’s hedging policy, definite foreign
currency receivables which are collectable within a twelve-
month period are reviewed for hedging and shown as other
receivables with their fair values. Starting 2003, MorphoSys
entered into foreign currency options and forward contracts
to hedge foreign exchange exposure related to U.S. dollar ac-

counts receivable.

As of December 31, 2005, no options contracts were out-
standing (2004: € 3,846,155 or US$ 5,000,000). Therefore

the fair market value as of December 31, 2005, was € 0 (2004:
€180,190). This was recorded in other receivables on the bal-
ance sheet, whereas it was classified as held for trading in
2004. Changes in fair value were recognized ag other income
and included in foreign exchange losses of € 1.2 million for
the fiscal year 2005. As of December 31, 2005, the contract
premium for derivatives entered into in February 2004 amount-
ed to € 138,000 (2004 € 138,000).
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Prepaid Expenses and
Other Current Assets

Prepaid expenses mainly include prepaid sublicense fees of
£ 0.1 million as of December 31, 2005 (2004: € 0.1 million),
and other prepayments in the amount of € 0.9 million as of
December 31, 2005 (2004: € 0.3 million).

8 Property, Plant and
Equipment, Net

Land Office and
and Laboratory Furniture

in 000’s € Buildings Equipment and Fixtures Total
S
01/01/2005 . 4,986 1345 6,331
Additions - 2,247 629 536 3,412
Disposals st - 280
12/31/2005 2,2-4'7 ' 5,334 ) 1,881. 9,462
Accumulated Depre_.t;_ig.t.i_gn
01/01/2005 - 3,274 726 4,000
Depreciation Charge for the Year = 1 67z 246 843
Disposals - 163 163
12/31/2005 10 3,783 972 4,765
Carrying Amount
01/01 /2005 ......... o 1,712 619. 2’33-1»"
12/31/2005 2,237 1,551 909 4,697

Property, plant and equipment of the two Biogenesis subsid-
iaries are included in additions and disposals, as these items
were added to the MorphoSys Group on January 20, 2005.

The depreciation charge is included in the following line items
of the statement of operations:
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in 000’s € 2008 2004

Research and

Development 568 493

Sales, General and

Administrative 321 164

Cost of Goods So\d___ 39 -
928 657

Currency translation effects for property, plant and equip-

ment held in foreign currency were minor as of December 31,

2005, and therefore, these amounts were not shown separately.

For more detailed information, see Appendix 1.

© .
4 intangible Assets, Net

IAL STATEMENTS

Know-
How and
License Soft-  Customer Good-
in 000’s € Patents Fees ware Lists will Total
Cost .
01/01,/2005 3,766 12,140 1,366 - - 17272
Additions 29 - 45 2,313 4,137 6,524
Disposals - - 19 - - 1‘5
12/31/2005 3,795 12,140 1,392 2,313 4,137 23,777
Accumulated Amortization e
01/01/2005 976 2,469 1,078 - - 4,523
A[portization for the Year~ 458 1,214 198 827 - 2,697
Bisposals ) - - 16 - - 1[6-
12/31/2005 1,434 3,683 1,260 827 - 7,204
Carrying Amount
ot/o1/200s 2790 9,671 288 - - 12,749
12/31/2005 2,361 8,457 132 1,486 4,137 16,573

*Including impairment losses of € 0.5 miltion



Intangibles of the Biogenesis Group are included in additions
and disposals of the current year, since these items were ac-
quired by the MorphoSys Group on January 20, 2005. Curren-
cy translation effects for intangibles held in foreign currency
were minor as of December 31, 2005, and therefore, these
amounts were not shown separately.

As of December 31, 2005, foreign exchange effects of € 0.2
million were recognized for the assets acquired and account-
ed for as other comprehensive income.

The amortization charge is included in the following line
items of the income statement:

in 000’s € 2008 2004

Research and

Development” 2,190 1,451

Sales, General and

Administrative 507__ 529
2,697 1,980

*Including impairment losses of € 0.5 million

Preliminary Goodwill Allocation

On January 20, 2005, MorphoSys acquired Biogenesis Ltd.
{(Poole, U.X.) and Biogenesis, Inc., (Brentwood, New Hampshire,
U.S.A.). The final agreements specified the purchase of 100%
cwnership of the two companies by MorphoSys AG for a total
of £ 5,250,000, less net debt of approximately £ 0.7 million.
The total cost for financial advisors, legal counsel and other
advisors was € 0.7 million. The two Biogenesis companies be-
came wholly owned subsidiaries of MorphoSys AG. In the year
2005, the subsidiaries contributed a net loss of € 0.8 million
to the consolidated net profit. In accordance with IFRS 3.62
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and 3.69, the group has applied a preliminary goodwill alloca-
tion since certain amounts can only be accounted for provi-
sionally. All transactions are regularly reviewed with regard
to triggering events for the impairment of acquired assets.
The acquisition of Serotec was regarded a such triggering
event. All assets recognized after the Biogenesis acquisition
were analyzed accordingly and impairments of €0.5 million
were recorded and shown separately as follows:
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Net Assets as of January 20, 2005
Biogenesis Group

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS

Fair

Recog- Value Fair

nized Adjust- Impair- Value

in 000’s € Values ments ment  Amounts
Cash and Cash Equivalents 206 - - 206
Property, Plant and Equipment 1,788 898 - 2,686
Inventories 123 328 - 451
Trade and Other Receivables 425 - - 425
tangbles - 2,230 (501) 1,729
Interest-Bearing Loans and Borrowings - (990) - - (990.)“
Trade and Other Payables (543) - - {543)
Deferred Taxes - (1,266) 175 (1,091)
Net tdentifiable Assets and Liabilities 1,009 2,190 (326) 2,873
Goodwill on Acquisition 4,402
Consideration Paid, Satisfied in Cash* 7,275
Cash {acquired) 206
Net Cash Outflow 7,069

*Advisors’ fees amounting to € 0.7 million inctuded

The Company has entered into the following license agree-
ments covering certain patented technology which are capital-
ized (non-capitalized license agreements have not been dis-
closed in detail):

SCA Ventures, Inc., U.S.A.

In December 1999, the Company concluded a non-exclusive
product-derived license agreement with SCA Ventures, Inc.,
U.S.A., in which the Company obtained a non-exclusive license
from SCA Ventures in order to design, discover, develop, make,
use, sell, offer for sale and import HuCAL-derived products
under SCA Ventures’ patent rights to single-chain antibodies.
The Company may use SCA Ventures’ licensed technologies
for the research and discovery of novel therapeutic agents and

targets and may sublicense the technology to its commercial
partners. The Company may terminate this agreement for any
reason upon six months’ prior written notice to SCA Ventures.
The Company pays an up-front license fee, annual maintenance
and transfer fees. As of December 31, 2005, the license had a
remaining amortization period of four years.




Biosite Diagnostics, Inc., U.S.A.

InJanuary 2000, the Company signed a collaboration agree-
ment with Blosite Diagnostics, Inc., under which the Company
receives a royalty-bearing, non-exclusive, worldwide license
to patents owned by Biosite and XOMA Corporation covering
certain technologies relating to the display and screening of
multi-chain antibodies. The Company may use the licensed
technologies for research and discovery of novel therapeutic
agents and targets and may sublicense the technology to its
commercial partners. Unless terminated earlier, the term of
this agreement shall be until the expiration of the parties’
respective obligations to pay royalties or the expiration of the
last patent right licensed by one party to the other, which-
ever is the later. The Company pays an up-front technology
access fee in addition to annual maintenance and transfer
fees. As of December 31, 2005, the license had a remaining
amortization period of four years.

Genentech, Inc., U.S.A.

In May 2000, the Company concluded a license agreement
with Genentech, Inc,, granting the Company rights under
Genentech patents relating to monovalent phage display screen-
ing technology. The Company may use the licensed technolo-
gies for research and discovery of novel therapeutic agents
and targets and may sublicense the technology to its commer-
cial partners. The Company pays an up-front technology ac-
cess fee in addition to annual maintenance and transfer fees.
As of December 31, 2005, the license had a remaining amorti-
zation period of five years.
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XOMA Ireland Ltd.

In February 2002, the Company concluded a cross-licensing
agreement for antibody-related technologies with XOMA Ire-
land Ltd. Pursuant to the agreement, MorphoSys paid € 1.1
million to XOMA with a second payment of € 4.6 million due
September 2002. At the Company’s option, the second install-
ment could be paid in cash or with new shares of the Compa-
ny’s common stock equivalent to € 5.5 million. The Company
recorded € 2.5 million as a charge to research and develop-
ment expenses in the year 2002, The remaining € 3.2 million
represents the value of the license received and has been capi-
talized as an intangible asset and will be amortized over its
expected useful life of ten years.

In October 2002, the Company exercised the option to pay
the second installment with 363,466 new shares of its com-
mon stock, which was determined with reference to the mar-
ket price of the Company’s common stock at the time of the
notice. The Company recorded a charge to interest expense of
€ 0.7 million at the time the shares were issued in May 2003
as a consequence of exercising this option.As of December 31,
2005, the license had a remaining amortization period of seven
years.

Cambridge Antibody Technology Ltd., Cambridge, U.K.

[n December 2002 and effective July 2003, the Company en-
tered into a licensing and settlement agreement with CAT.
The settlement agreement covers MorphoSys’s past, present
and future use, the commercialization of all versions of its
HuCAL libraries, and all patents in the ongoing disputes between
the two companies. This includes the litigation in the United
States regarding CAT's Griffiths, McCafferty, Winter Il and
Winter/Lerner/Huse patents, as well as oppositions launched
by MorphoSys at the European Patent Office against CAT’s
Winter IT and McCafferty patents.As of December 31, 2005,
the license had a remaining amortization period of eight years.

For further information, see Appendix 1.
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ﬂ @ QOther Assets

The Company has classified certain items in other assets that
are not available for use in its operations as restricted cash.
As of December 31, 2005 and 2004, the Company had commit-
ments of € 250,000 (unchanged) for guarantees issued and

€ 50,214 and € 59,778 respectively for convertible bonds is-
sued to employees.

I Accounts Payable

Accounts payable are non-interest bearing and are normally
settled within 30 days. License payables are partly settled
within 30 days. License payables which are expected to be
settled after more than twelve months are discounted to their
net present value applying with an interest rate of 13 %.

The residual maturity of liabilities is listed in the table below:

Accounts Payable in Euros

in 000's € 2008 2004

Accounts Peyable 344 336

Accrued Expenses 3,617 2,588“

Otner Lisbiities sl . 914
Of which Taxes 143 7?;1
Of which Retated

_____ to Social Security 154 _ 157

Total 4,322 3,838

Accounts payable include accruals, which mainly contain
accrued expenses for personnel payments of € 0.6 million
(2004: € 1.0 million) as well as accruals for outstanding invoices,
which include € 1.3 million mainly for license compensation
(2004: € 0.9 million), € 0.2 million for Supervisory Board
members’ compensation (2004: € 0.1 million), € 0.1 million for
audit fees and costs related thereto (2004: € 0.0 million) and
€0.5 million for legal services (2004: € 0.1 million).

At the Company’s Annual Shareholders’ Meeting in May 2005,
the Company was authorized to appoint KPMG Deutsche
Treuhand-Gesellschaft AG Wirtschaftspriifungsgesellschaft
as its auditor. In 2005, the auditing company and its partner
companies within the international KPMG network were re-
munerated by MorphoSys AG in the amount of € 280,173
(thereof € 213,519 to KPMG Deutsche Treuhand-Gesellschaft
AG Wirtschaftspriifungsgesellschaft), including audit fees
of € 121,363, fees for other confirmations and reviews of

€ 132,860, fees for tax consultancy of € 24,750 and fees for
other services of € 1,200. Accrued expenses for audit fees in
the amount of € 79,000 are included in these figures.

ﬂ 2 Provisions

As of December 31, 2005 and 2004, the Company recorded
provisions of € 1,041,482 and € 600,607, respectively.

Provisions for taxes mainly comprise expenses for income
tax, whereas other obligations mainly include provisions for
legal disputes. Both items remain uncertain with respect to
their amounts as of December 31, 2008.

Provisions changed during the year 2005 as follows:
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in 000's € 01/01/2005 Additions Utilized Released 12/31/2005

Taxes - 1,101 - 312 789

Obligations for Personnel and

Social Expenses 601 17 355 263 -

Other Obligations S 252 - - 252

Total 601 1,370 355 575 1,041

ﬂ 3 Stockholders’ Equity

Common Stock

On December 31, 2005, the common stock of the Company was

€ 18,077,589. This represented an increase of € 1,761,033 com-
pared to December 31, 2004, when the balance was € 16,316,556.
Each share of common stock is entitled to one vote. An increase
in the number of shares of € 1,470,399, or 490,133 shares, arose
as a result of a capital increase executed on March 15, 2005.
Through the conversion and exercise of 96,878 convertible bonds
and options issued to employees, common stock increased by an
additional € 290,634 in 2005. The increase of € 1,612,560 during
the year ended December 31, 2004, arose as a result of the con-
version of bonds issued to Novartis on May 19, 2004. The bond
was converted into 490,133 MorphoSys shares on June 15, 2004,
Through the conversion and exercise of 47,387 convertible bonds
and options issued to employees, common stock increased by an
additional € 142,161 in 2004.

Treasury shares totaling € 10,703 (29,162 shares) om Decem-
ber 31, 2005, compared to € 11,033 (30,062 shares) on Decem-
ber 31, 2004, were subtracted from the Company’s common stock.

Authorized Capital

On May 11, 2005, the Annual Shareholders’ Meeting authorized
the Company to increase Authorized Capital I by 215,008 shares
to create a maximum of 2,175,541 new shares of Authorized
Capital I (December 31, 2004: 1,960,533 shares). Also approved
was an increase to Authorized Capital I1 of 592,898 shares to
create a maximum of 592,898 new shares of Authorized Capital
11 (December 31, 2004: 490,133 shares).

Unused Authorized Capital I equaled 2,175,541 and 1,960,533
shares at December 31, 2005 and 2004 respectively. Unused
Authorized Capital Il equaled 592,898 and 490,133 shares at
December 31, 2005 and 2004 respectively.

Conditional Capital

In 2005, 1,400 shares were raised from Conditional Capital |
through the exercise of the same number of options by emplovees,
increasing the subscribed capital by € 4,200. Furthermore, 34,125
shares were raised from Conditional Capital 11 through the exercise
of the same number of options by employees, increasing the sub-
scribed capital by € 102,375, and 59,478 shares were raised from
Conditional Capital IV through the exercise of the same number
of convertible bonds by employees, increasing the subscribed capi-
tal by € 178,434 Finally, 1,875 shares were raised from Condi-
tional Capital V through the exercise of the same number of op-
tions by employees, increasing the subscribed capital by € 5,625.

On May 16, 2003, the Annual Shareholders’ Meeting authorized
the Company to create additional shares for Conditional Capital
I, IV and V, up to a maximum of 1,275,000, 450,269 and 111,447
shares respectively.

On May 11, 2004, the Annual Shareholders’ Meeting authorized the
Company to create an additional 58,816 shares for Conditional Capi-
tal V to create a maximum amount of € 510,789 {170,263 shares).

On May 19, 2004, MorphoSys issued a convertible bond (caliable
common shares) to Novartis, which was split into seven partial
debentures and convertible into a total of 490,133 shares. On June
15, 2004, Novartis converted all debentures into 490,133 common
shares from the Company’s Conditional Capital I1I.
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On May 11, 2005, the Annual Shareholders’ Meeting authorized the
Company to create additional shares for Conditional Capital I, IV
and V, up to a maximum of 1,602,125, 513,938 and 242,405 shares
respectively.

Dividends

Dividends may only be declared and paid from the accumulated re-
tained earnings (after deduction of certain reserves) shown in the
Company’s annual German statutory accounts. Such amounts differ
from the total of additional paid-in capital and accumulated deficit
as shown in the accompanying consolidated financial statements as
a result of the adjustments made to present the consolidated finan-
cial statements in accordance with IFRS. The Company’s German
statutory accounts showed taxable income in 2005; however, as of
December 31, 2005 and 2004, they reflected no accumulated earn-
ings available for distribution and the Company’s ability to pay divi-
dends will therefore depend upon its future earnings.

Additional Paid-In Capital

On December 31, 2005, additional paid-in capital amounted to
€96,412,849 (December 31, 2004: € 78,646,377). The increase
of € 17.7 million is due to stock-based compensation provisions of
€ 1,132,104, € 15,446,069 including costs in connection with the
transaction of € 767,068 as a result of the capital increase on March
15, 2005, netted by a deferred tax asset of € 283,815. A further
increase of € 1,188,299 arose from exercise and conversion of op-
tions and convertible bonds in the year 2005.

In 2004, the additional paid-in capital was increased by € 10.0
million resulting from stock-based compensation provisions of

€ 1,431,313, € 7,357,748 from Novartis's capital increase through
the grant of callable common shares in May 2004 and € 1,224,326
through the exercise of options and convertible bonds in the year
2004.

tl] 4 Convertible Bonds

At the Company’s Annual Shareholders’ Meeting in July 2002,
the Company was authorized to issue up to 300,000 non-interest-
bearing convertible bonds with a par/nominal value of € 1.00

each to employees and members of the Management Board of
the Company and its affiliates until June 30, 2006. The pre-
emptive rights of the stockholders were excluded. On May 16,
2003, the Annual Shareholders’ Meeting authorized the Com-
pany to grant an additional 150,269 shares. At the Company’s
Annual Shareholders’ Meeting on May 11, 2005, the Company
was authorized to grant an additional 150,269 convertible
bonds until April 30, 2010.

On January 15, 2002, pursuant to a Management Board decision,
the Company issued 91,500 convertible bonds to the Manage-
ment Board and employees of the Company. The convertible
bonds cannot be transferred or encumbered, other than through
inheritance/death. In the event of inability to work, the Manage-
ment Board can allow the transfer with good cause.

The conversion rights may only be exercised if the termina-
tion of the employment agreement with the owner of the con-
vertible bonds has not been declared at the time of exercise
and a mutual termination agreement has not been entered
into. In the event of non-exercise of the conversion rights, ben-
eficiaries are refunded the amount paid to acquire the con-
vertible bonds (i.e. € 1.00 per bond/share).

The beneficiaries may only exercise the conversion rights after
the expiration of a waiting period of one year after the grant
date. Each convertible bond with a nominal value of € 1.00 can
be exchanged for one share of ordinary no-par value common
stock of the Company against payment of the exchange price. The
convertible bonds cannot be exercised heyond December 31, 2004.

The exchange price for the convertible bonds issued on Janu-
ary 15, 2002, was € 57.56, representing the average closing
price of a share in the Company in the final XETRA auction at
the Frankfurt Stock Exchange during the last five trading
days preceding the resolution of the Management Board to is-
sue the convertible bonds.

The conversion rights can only be exercised if the stock ex-
change price on at least one day during the lifetime of the
convertible bonds has amounted to € 63.31, or 110% of the av-
erage stock exchange price in the final XETRA auction at the



Frankfurt Stock Exchange during the five trading days prior
to the resolution of the Management Board to issue the con-
vertible bonds.

Shares which are issued by virtue of the conversion rights
may participate in the profits of the Company for the first time
in the business year for which no stockholders’ resolution on
the distribution of profits has been passed at the time of the
[ssuance.

On December 31, 2004, all convertible bonds granted in 2002
expired. The nominal value of € 1.00 each was paid back to all
those concerned.

In the year 2003, additional grants to employees were made
under the 2002 Plan, with terms identical to the 2002 stock
convertible bonds grants. 70,700, 8,500 and 14,000 convert-
ible bonds were granted on April 1, 2003, May 17, 2003, and
July 1, 2003, respectively to members of the Management and
Supervisory Boards and employees of MorphoSys AG. The ex-
ercise prices for the convertible bonds were € 11.69, € 10.00
and € 10.88 respectively. In the year 2005, 59,478 bonds of
the 2003 grant were converted into shares of ordinary no-par
value common stock with the same amount by employees of
the Company. Of these, 43,000 bonds were exercised by mem-
bers of the Management and Supervisory Boards. Further
details are given in the Notes to the Consolidated Financial
Statements—section 22.

As of December 31, 2005, all convertible bonds granted in
2003 expired. The nominal value of € 1.00 each was paid
back to all those concerned.

In the year 2004, an additional grant to board members and
employees was made under the 2002 Plan, with terms identi-
cal to the 2002 stock convertible bonds grants. On December
9, 2004, 49,914 convertible bonds were granted to board mem-
bers and employees of MorphoSys AG. The exercise price for
the convertible bonds is € 38.40.

A summary of the activity under the Company’s employee in-
centive convertible bonds plan for the years ended December
31, 2005 and 2004, is represented as follows:
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Weighted-
Convertible Average
Bonds Price €
Outstanding on
01/01/2004 151,800 30.68
Granted 49,914 38.40
Exercised (27122) 169
Forfeited (24,2000  35.66
Epired (50,700) 57.56
Qutstanding on
12/31/2004 99,692 24.83
Outstanding on
01/01/2005 99,692 24.83
Refunded 10,000 11.69
Exercised (59,478) 11.30
Forfeited (373 38.40
N T )
Outstanding on
12/31/2005 49,541 38.40

Convertible bonds exercisable on December 31, 2005 and
2004, amounted to 49,541 and 49,778 shares respectively.
The weighted-average exercise prices of exercisable convert-
ible bonds were € 38.40 and € 11.22 on December 31, 2005
and 2004 respectively. Furthermore, the weighted-average
fair value of bonds granted during 2004 is estimated to be

€ 16.52. In the year 2005 no convertible honds were granted.

As a result of a court decision, 10,000 forfeited convertible
bonds in 2004 were refunded to all those concerned in 2005,

The following table presents the weighted-average price and
information about the contractual life for significant convert-
ible groups outstanding on December 31, 2005:
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Weighted- Weighted-

Remaining Average Average

Number Contractual Exercise Number Exercise

Range of Exercise Prices Outstanding Life (in Years) Price Exercisable Price

€ 10.00—€ 38.40 49,541 1.00 € 38.40 49,541 € 38.40
49,541 49,541

The Company accounts for stock-based compensation in accord-
ance with the provisions of IFRS 2 and [AS 32.28. The equity
portion of the bond has to be separated and presented as ad-
ditional paid-in capital. The equity component is deducted
from the fair value of the bond. The remaining value is recog-
nized as stock-based compensation. The compensation ex-
pense recorded in 2005 and 2004 in connection with convert-
ible bonds was € 757,965 and € 184,327 respectively. The fair
value of the convertible bonds issued in 2004, the date of last
issuance, was calculated using the Black-Scholes pricing model
using the following assumptions: risk-free interest rate of
2.74 %, dividend yield of 0%; 78 % expected volatility, based on
historic data, and an expected life of 2.0 years.

Valuation models require the input of highly subjective
assumptions. Because changes in the subjective input as-
sumptions can materially affect the fair value estimate, the
management does not consider that the existing models nec-
essarily provide a reliable single measure of the fair value
of its employee stock options.

ﬂu 5 Stock Options

1998 Employee Stock Option Program

Effective June 15, 1998, the Company introduced an incentive
stock option plan (“1998 Plan”) which provides for the grant of
options to purchase shares of the Company’s commion stock to
key employees and members of the Company’s Management
Board. The 1998 Plan authorized the grant of options to person-

net for 96,075 shares of the Company’s commen stock in the form
of 45,450 registered warrants, each equal to one share of com-
mon stock, and 50,625 shares deliverable upon exercise of non-
warrant option rights. The Company reserved 55,350 common
shares plus 68,650 shares of treasury stock for stock options.
All option rights granted under this 1998 Plan have a ten-year
term. Each warrant entitles the holder to receive one share.
Upon exercise of a warrant, the exercise price, which equals
the fair value of the shares on the date of grant, is due and pay-
able. Warrant holders can exercise up to the full amount of
warrants six months after the date of grant. Warrant holders
also have the right to sell them. The warrants or shares obtained
upon exercise vest annually on a graded basis over three years.

The non-warrant option rights are granted by the Company to
the employee by way of an option agreement. For all grants
commencing after June 1998, a two-year holding period is re-
quired after the date of grant, after which the holder of non-
warrant option rights can exercise -up to the amount of vested
option rights.

For the full year 2005, 2,300 options from the 1998 Plan were
exercised.

1999 Employee Stock Option Program

Effective July 21, 1999, the Company amended the incentive
stock option plan (“1999 Plan”) authorizing the additional grant
of options to employees for up to 300,250 shares, arising from
conditional capital, and deliverable upon exercise of non-warrant
option rights. On October 31, 1999, a grant of 98,100 shares was
made to Company employees, management and the Supervisory



Board. The options rights are non-transferable, and have a
maximum life of five years. Additionally, a two-year holding
periad is required after the date of grant, after which the holder
of the aption rights can exercise up to the amount of vested
option rights, on condition that the value of the underlying
stock has appreciated 10% per annum, cumulatively, in the
year of exercise.

In the year 2001, additional grants to employee were made
under the 1999 Plan, with terms identical to the 1999 stock
options grants. 15,250 options were granted on July 1, 2001,
to employees of MorphoSys AG.

In the year 2002, additional grants to employees were made
under the 1999 Plan, with terms identical to the 1999 stock
options grants. 5,500 options were granted on January 15,
2002, to employees of MorphoSys AG.

In the year 2003, additional grants to Management Board mem-
bers were made under the 1999 Plan, with terms identical to
the 1999 stock options grants. 36,000 options were granted on
July 1, 2003, to Management Board members of MorphoSys AG.

For the full year 2005, 34,125 options from the 1999 Plan
were exercised.

2002 Employee Stock Option Program

Effective June 6, 2002, the Company amended the incentive
stock option plan {“2002 Plan”) authorizing the additional grant
of options to employees for up to 74,556 shares, arising from
conditional capital, and deliverable upon exercise of non-warrant
option rights. On July 9, 2002, a grant of 7,500 shares was made
to Company employees. The terms are very similar to those of
the “1999 Employee Stock Option Program.” On May 16, 2003,
May 11, 2004 and May 11, 2005; the Annual Shareholders’
Meeting authorized the Company to grant an additional 36,891,
58,816 and 74,017 shares respectively under the “2002 Employ-
ee Stock Option Program” with identical terms.
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In the year 2003, grants to employees were made under the
2002 Plan, with terms identical to the 1999 and 2002 stock op-
tions grants. 2,500 options and 15,000 options were granted to
employees of MorphoSys AG on January 15, 2003, and July 1,
2003, respectively.

On January 15, 2004, 35,000 options were granted to employees
with terms identical to the 1999, 2002 and 2003 stock option
grants.

In the year 2005, additional grants to Management Board mem-
bers were made under the 2002 Plan, with terms identical to the
2002 stock options grants. 97,358 options were granted on July
1, 2005, to Management Board members of MorphoSys AG.

For the full year 2005, 1,875 options from the 2002 Plan were

exercjsed.

A summary of the activity under the Company’s employee incenp-
tive stock option plans for the years ended December 31, 2005
and 2004, is represented as follows:

Weighted-
Convertible Average
Bonds Price €
Outstanding on
01/01/2004 271,745 26.40
Granted 35,750 11.72
Bercised (49,965) 211
Forfeited O ese0n) 2130
Outstanding on
12/31/2004 193,930 26.70
Outstanding on
01/01/2005 193,930 26.70
Refunded 21,000 20.80
' 97,358 31.35
Exercised ' (38,300) 21.41
Forfeited ) (15,529) 29.38
Expired (7,000 21760
Outstanding on
12/31/2005 251,459 23.34
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Stock options exercisable on December 31, 2005 and 2004,
amounted to 112,855 and 106,518 shares respectively. The
weighted-average exercise prices of exercisable stock options
were € 22.25 and € 36.51 on December 31, 2005 and 2004
respectively. Furthermore, the weighted-average fair value
of options granted during 2005 and 2004 is estimated to be
€ 11.23 and € 6.99 respectively.

As aresult of a court decision, 21,000 forfeited stock options
in 2004 were refunded to all those concerned in 2005.

The following table presents the weighted-average price and
information about the contractual life for significant option
groups outstanding on December 31, 2005:

Weighted- Weighted- Weighted-

Average Remain- Average Average

Number ing Contractual Exercise Number Exercise

Range of Exercise Prices Qutstanding Life {in Years) Price Exercisable Price

€ 10.88-€ 41.32 248,459 3.34 € 23.02 110,105 € 21.59

€ 41.33-€ 59.51 3,000 0.68 € 49 .81 2,750 € 4893
251,459 112,855

The Company accounts for stock-based compensation in accord-
ance with the provisions of [FRS 2 “Share-Based Payment.”
Compensation expense recorded in 2005 and 2004 in connec-
tion with stock options was € 374,138 and € 1,239,580 respec-
tively. The fair value of the options issued in 2005 was cal-
culated using the Black-Scholes option pricing model using
the following assumptions: risk-free interest rate of 2.16 %,
dividend yield of 0%, 50 % expected volatility, based on his-
toric data, and an expected option life of 3.0 years. For option
grants in 2004, the following assumptions were used: risk
free interest rate of 3.1 %, dividend yield of 0%, 78 % expected
volatility and the same option life as in 2005.



Option valuation models require the input of highly subjec-
tive assumptions. Because changes in the subjective input
assumptions can materially affect the fair value estimate,
the management does not consider that the existing models
necessarily provide a reliable single measure of the fair
value of its employee stock options,

Stock Option Repricing

On September 1, 2001, the Company re-issued 94,100 options
to employees, which were cancelled on July 5, 2001. The re-
issued options have similar characteristics and vesting provi-
sions to the original options granted. In accordance with IFRS 2
“Share-Based Payment,” the re-issued options were revalued
at the date of re-issuance using the Black-Scholes optien pric-
ing model. An incremental fair market value of approximately
€ 5,950,000 was assigned to the re-issued options, which will
be recognized over the vesting period of the re-issued options.
During the years ended December 31, 2005 and 2004, the
Company recognized approximately € 247,900 and € 535,741
respectively of stock-based compensation expense relating to
these re-issued stock options.

Extension of 1999 Options

On October 31, 1999, 98,100 options were granted to employ-
ees, Supervisory Board members and Management Board
members under the 1999 options plan. The options term origi-
nally anticipated was five years. On October 14, 2004, the
Management and Supervisory Board decided to extend the ex-
ercise period of 54,900 options granted to employees and the
Management Board until October 31, 2009. In accordance with
IFRS 2 “Share-Based Payment,” the extended options were re-
valued on October 14, 2004, using the Black-Scholes option
pricing model. Stock-based compensation in the amount of

€ 518,585 was recognized in full in the fourth quarter of 2004.
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ﬂ@ Personnel Expenses

in 000’s € 2008 2004
Wages and Salaries 9,596 7,229
Social Security

Contributions 1,383 1,077
Stock-Based Com-

pensation Expense 1,132 1,424
Temporary Staff

(External) 2 1
Other (161) 757
Total 11,952 10,488

The average number of employees during the vear ended
December 31, 2005, was 170 (2004 117).

ﬂ 7 Income Taxes

The Company and its German subsidiary MorphoSys IP GmbH
are subject to corporate tax, solidarity surcharge and trade
tax. Since 2001, a corporate tax rate of 25% plus 5.5 % solidar-
ity surcharge has applied. The corporate tax rate amounted to
26.5% in 2003 only due to the one-off effect of the Flood Vic-
tims Solidarity Act applicable for 2003. Considering the multi-
plier rate (“Hehesatz”) of 300% for municipal trade tax, the
trade tax rate amounts to approximately 13.04 % of the taxable
income and is deductible in the calculation of the corporate
tax income.



1@@ ’ NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS

The income tax for the current fiscal year comprises as

follows:
in 000’s € 12/31/200% 12/31/2004
Current Tax Expense (Thereof Income Tax Expense Accounted Directly
in Equity According to IAS 32.35: (in 000's€ 284)) (816)-
Current Tax Expense for Previous Years - -
Deferred Tax Expense/Benefit Resulting from the Existence or the Reversal
of Temporary Differences (537) (826)
Deferred Tax Benefit with Regard to the Recognition of DTA on Previously Unrecognized
DTA with Regard to Future Reversal of Differences Between IFRS and Tax Balance Sheet 917 826
Total Income Tax (436} -
Total Amount of Deferred Taxes Resulting from Entries Directly Recognized in Equity (321) (221)

Deferred taxes are recognized only to the extent that it is
more likely than not that the related tax benefits will be real-
ized. Based on the income situation in the past and the busi-
ness expectations for the foreseeable future, valuation allow-
ances are reported if this criterion is not fulfilled.

Valuation allowances on deferred tax assets were reduced by
€ 0.9 million (2004: € 0.8 million). The current assessment
with regard to the usability of deferred tax assets can change
depending on the income situation of future years and may
result in higher or lower valuation allowances.

The following table reconciles the statutory income tax ex-
pense to the actual income tax expense presented in the financial
statements. For calculating the statutory income tax expense,
in fiscal year 2005 the combined income tax rate of 36 % (2004:
36 %) was applied to income before taxes. The tax rate applied
in the reconciliation statement includes corporate tax and
solidarity surcharge and amounts to 26.38 % plus the effective
trade tax rate based on the multiplier rate (“Hebesatz”) of
300% for municipal trade tax which amounts to 9.60% taking
into account that the trade tax is deductible in the calculation
of the corporate tax income.



Reconciliation Statement

in 000’s € 2008 2004
Profit Before Income Taxes 5112 282
Expected TaxRate 36% 36%
Expected Income Tax (1,840) (102)

Tax Effects Resuiting From:

Deferred Income Tax Arising from the Recognition of DTA on Previously Unrecognized DTA
with Rega__r.(_i to Future Reversal of Differences Between IFRS and Tax Balance Sheet _ 917 826

Deferred Income Tax Arising from the Recognition of DTA on Previously Unrecognized DTA

9_(1__[ax Loss Carry—lf_q_r_yy_ga__r_ds ) o4 -
Stock-Based Compensation (SBC) (408) (513)
Expense of Cost/Capital Increase - 46
:li\J:(;r;TaxADeductlp{_e--i-tems in Germany e (95) - (29)
Other Effects o (51) (4)7
-/:\.;:-;ual Income Tax o (436) -

No deferred tax assets were reported for corporate tax loss liabilities of the German entities were only reported to the ex-

carry-forwards in the amount of € 22.0 million and German tent of existing deferred tax liabilities on assets and liabilities

trade tax loss carry-forwards in the amount of € 20.8 million. of the German entities. A valuation allowance for deferred tax

The loss carry-forwards may be carried forward indefinitely assets with regard to future reversal of differences between

and in unlimited amounts. Since 2004, German tax law has [FRS and tax balance sheet in the amount of € 3.6 million

restricted the offset of taxable income against existing tax (2004: € 4.5 million) exists.

loss carry-forwards to an amount of € 1.0 million plus 60% of

taxable income above € 1.0 million. The benefit from a previ- Significant components of the deferred tax assets and liabili-

ously unrecognized tax loss reduced the current tax expense ties are as follows:

by € 1.0 million in 2005. Deferred tax assets on assets and
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in 000’s € DTA 2004 DTL 2004
_I_rj_t_jd__r]g_ible Assets 4,821 5,789__. 1,750 1242
Valuation Allowance on Intangible Assets (3,592) 4,510 - -
Land - - 267 -
Buldngg - - no -
lnventory 69 79 62 -
Advanced Payments 7 - - -
Receivables and Other Assets - 870 36 121
TreasuryStock 4 - - -
Prepaid Expenses and Deferred Charges - -
Short-Term Securities Investments - 4 325 225
Other Accruals 1 6 - -
Trade Accounts Payable - - 47 -
Bonds thereof Convertible - - 18 -
Deferred Income - 110 - 2
Other Liabilities 2 - - 979
1,316 2,34"é '''''''' 2,576 2,569

O
ﬂ 8 Earnings per Share

The calculation of basic profit per share is based on the

net profit for the year of € 4,676,369 (2004: € 282,112) and
the weighted-average number of shares of common stock
outstanding for the respective years (2005: 5,578,865; 2004:
5,131,467).




The weighted-average number of shares of common stock was
calculated as follows:
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2008 2004
Shares Issued at January 1 5,438,852 4,901,332
Effect of Treasury SharesHetd .~~~ (29,162) (30,062)
Effectof Shares \ssued inJanyary 2,260 -
Effect of Shares Issued in February 8,158 -
Effect of Shares )-s-sued in Mareh 143,043 -
Effect of Shares lssuedin fprt 112 2,367
Effect of Shares Issued in May 13 5,671
Eifeot of Shares Issued o Jne o 547717
Effect of Shares Issued in July 897 -
Effect of Shares Issued in August ) 1542
Effect of Shares Issued in Septemper 10,417
Effect of Shares Issued in bétober ........................ 758
Effect of Shares Issuedm November 1858
Effect of Shares Issued in December 96
Weighted-Average Number ofguares of Common Stock 5,578,8(;-5-3" 5,131,467

The diluted profit per share is calculated taking into account
the Company’s potential common shares from outstanding
stock options and convertible bonds.

The table below illustrates the reconciliation from basic to
diluted earnings per share (in thousands of euros, except per
share data):
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in 000’s €, expect share data 2008 2004
Numerator:
Net Profit 4,676 282
Denominator:
Weighted-Average Shares Used for Basic EPS 5,578,865 5,131,467_
Dilutive Shares Arising from Stock Options 71,513 12,401
Dilutive Shares Arising from Convertible Bonds - 26,097
Total Denominator: 5,650,378 5,169,965
Earnings per Share {in €):
Basic 0.84 0.05
Diluted 0.83 0.05

< A

U 0) Financial Risk Management

Objectives and Policies

In addition to the risks highlighted in the Management Re-
port, the Company has identified the following:

Currency Risks

The Group accounts are administered in euros. While the ex-
penses of MorphoSys are predominantly paid in euros, a sig-
nificant part of the revenues depends on the current exchange
rate of U.S. dollars and eurcs. The Company examines the ne-
cessity of hedging foreign exchange transactions to minimize
currency risk during the year and addresses this risk hy em-
ploying derivative financial instruments.

Interest Rate Risk

The exposure of the Group to changes in interest rates relates
mainly to investments in available-for-sale debt securities.
Changes in the general level of interest rates may lead to an in-
crease or decrease in the fair value of these investments. With
regard to the liahilities shown in the balance sheet, the Group
is currently not subject to significant interest rate risks.

Credit and Liquidity Risk
Financial instruments that potentially subject the Company to
concentrations of credit and liquidity risk consist primarily of

cash, cash equivalents, marketable securities and accounts
receivable. The Company’s cash and cash equivalents are
principally denominated in euros and U.S. dollars. Marketable
securities are placed in high-quality securities. Cash, cash
equivalents and marketable securities are maintained princi-
pally with two high-quality financial institutions in Germany.
The Company continually monitors its positions with, and the
credit quality of, the financial institutions, which are counter-
parties to its financial instruments, and does not anticipate
non-performance.

It is the Group’s policy that all customers who wish to trade
on credit terms are subject to credit verification procedures.
However, the Company’s revenues and accounts receivable are
subject to credit risk as a result of customer concentrations.
One customer individually accounted for approximately 44 %
of the Company’s 2005 accounts receivable balance. In addi-
tion, three customers individually accounted for 31 %, 19%
and 14 % of the Company'’s total revenues in the year 2005. On
December 31, 2004, one customer accounted for 52 % of the
prior year’s accounts receivable balance and three customers
individually accounted for 28%, 26 % and 17 % of the Company’s
revenues in 2004. Based on the management’s assessment,
allowances of € 41,461 and € 36,456 in relation to the newly
formed reagent business unit were necessary as of December
31, 2005 and 2004.




Fair Value of Financial Instruments

The carrying value of financial instruments such as cash and
cash equivalents, accounts receivable and accounts payable
approximates their fair value based upon the short-term ma-
turities of these instruments. The fair value of marketable se-
curities is based upon quoted market prices (see note 4). The
fair value of license payables is determined by the effective
interest method. Convertible bonds are recorded at their ac-
creted values, which approximate the cash outlay that is due
upon the note settlements.

2@ Operating Leases

The Company leases facilities and equipment on long-term op-
erating leases. Total rent expense amounted to € 880,173 and
€ 898,292 for the years ended December 31, 2005 and 2004
respectively. In January 2004, MorphoSys amended the exist-
ing lease agreement for its facilities. The new lease agreement
expires in September 2009. Future minimum payments under
non-cancelable operating leases, insurances and other serv-
ices are as follows:

in 000's € 2008 2004

UptoOne Year 1,880 1,700,
Between One and

Five Years 2,954__ 3,668

More Than

F_ive Years ) ) - -

Total 4,834 5,368

The Company'’s total expenses due to operating leases, in-
surances and other services in the years ended December
31, 2005 and 2004, totaled approximately € 1,185,515 and
£ 1,084,597 respectively.

2 ﬂ Contingencies

In June 2001, a lawsuit was filed against the Company by Ap-
plied Molecular Evolution, Inc. (“AME”), San Diego, California,
U.S.A,, (a wholly owned subsidiary of Eli Lilly & Company) at
the United States District Court of Massachusetts in Boston,
U.S.A,, alleging that the Company infringes the Kauffman-
Ballivet patent family. These patents cover the stochastic pro-
duction of proteins and were granted in the late 1990s. In
January 2003 MorphoSys confirmed that it had received a
positive “Report and Recommendation” from the Magistrate
Judge to the District Judge for the District Court in Boston,
Massachusetts, U.S.A., in the legal action filed by Applied
Molecular Evolution. The Magistrate Judge recommended that
MorphoSys’s motion for summary judgment of non-infringe-
ment be allowed and that AME’s motion for partial summary
judgment of infringement be denied. In September 2004, the
District Judge issued a “Memorandum and Order” wherein he
declined to adopt the recommendation and denied the sum-
mary judgment motions. Instead he ordered that a Markman
hearing, which took place on April 1, 2005, for claim con-
struction should be held. In September 2005, MorphoSys an-
nounced a cross-license agreement with Eli Lilly & Company
(“Lilly”) on the use of certain recombinant protein technolo-
gies. This agreement is part of a settlement to resolve the
abovementioned patent litigation with AME. Under the agree-
ment, MorphoSys receives a license under the Kauffman pat-
ent estate to generate and screen certain recombinant peptide
and protein libraries and to commercialize any resulting prod-
ucts. The agreement also provides Lilly access to the Morpho-
Sys HuCAL GOLD technology for Lilly’s internal research and
development programs. For any therapeutic antibodies Lilly
develops under the agreement, it will pay MorphoSys exclusive
licensing fees, success fees, milestone payments and royalties
on end products. The settlement agreement covers MorphoSys's
and its partners’ past, present and future use and commercial-
ization of all versions of its HUCAL libraries, as well as its TRIM
technology. The agreement also gives Lilly access under agreed
terms to Antibodies by Design, MorphoSys’s business unit fo-
cusing on development of custom monoclonal antibodies for
non-therapeutic purposes.
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The management is not aware of any other matters that could
give rise to any material liability to the Company that would
have an adverse material effect on the Company’s financial
condition or results of operations.

2 Z Related Parties

The Group has related party transactions with its management
and with members of the Supervisory Board. In addition to
the cash remuneration, the Group has issued stock options and
convertible bonds to the Management Board and members of
the Supervisory Board.

The table below shows the shares, stock options and convertible
bonds, and changes of ownership of the same, which were held by
the Management and Supervisory Boards during the vear 2005:
Shares

01/01/2005 Additions

Management Board

Forfeitures

Expired

Sales

12/81/2008

Dr. Simon E. Moroney*
(held through a
controlled entity) 113,461 -

113,461

Dr. Simon E. Moroney - 113,461

113,461

Mr. Dave Lemus - -

Dr. Marlies Sproll** - -

Total 113,461 113,461

113,461

113,461

Supervisory Board

Dr. Gerald Méller 2,500 -

2,500

Dr. Daniel Camus - -

Dr. Metin Colpan - —

Prof. Dr. Jirgen Drews A -

Prof. Dr. Andreas
Plickthun* - 59,300 -

59,300

Dr. Geoffrey N. Vernon - -

Total 61,800 -

61,800

* Shares were subject to share loan agreement as of March 31, 2005, in connection with a capital increase and were retransferred on April 13, 2005

** Entered 11/01/2005




Stock Options

01/01/2005 Additions Forfeitures Expired Sales

Management Board

Dr. Simon E. Moroney 47,000 36,000 - - - 83,000

Mr. Dave Lemus 21,000 27,000 - - - 48,000

Dr. Marlies Sproll** WOOOO - - - 2,500
Total 78,000 63,000 - - 7,500 133,500
Supervisory Board

Dr. Gerald Moller 2,500 - - 250 - -

Or. Daniel Camus - - - - - -

Dr. Metin Colpan - - - - - -

Prof:.:i_)n Jirgen Drews 390 - - - 1,500 - 2,430

Prof. Dr. Andreas

Plickthun - 1,500 B - -
) Dr. Ge-c->>f}rey N. Vernon - 1500 - -
Total - 7,000 - 2,430

Convertible Bonds
01/01/2005 Additions Forfeitures Expired Sales

Management Board

Dr. Simon E, Moroney 19,474 - - - 12,009'_ 7,474

Mr. Dave Lemus 30,228 - - - 24,000 6,228
‘‘‘‘‘ Dr Marlies Sb?oll** 2,491 - - - - 2,491
TOtal o o S298 - - 36000 16,193
Supervisory Board

Dr. Gerald Molier 2,500 - - - 2500 -

Dr. Daniel Camus 1,500 - - - 1,500 -

Dr. Metin Colpan - - - - - -

Prof. Dr. Jirgen Drews - - - - - -

Prof. Dr. Andreas

Plickthun 1,500 - - - 1,500 -

Dr. Geoffrey N. Vernon 1,500 - - - 100 -
Total 7,000 - - - 7,000 -

** Entered 11/01/2006
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Compensation for both the Management Board and the Super-

visory Board consisted of fixed and variable components. Total

compensation for the Supervisory Board excluding reimburse-

ments of travel expenses in 2005 amounted to € 190,500
(2004: €169,500). The tables below show the detailed com-
pensation for the Management Board and Supervisory Board:

Management Board

Other Compensatory

Fixed Compensation Variable Compensation Benefits Total Compensation
in € 2006 2004 2008 2004 2605 2004 2605 2004
Dr. Simon E. Moroney 257453 207,052 136231 63,630 66780 50051 460473 349,733
Mr.Dave Lemus 184174 170,824 102495 74993 106,779 101,072 393,448 346,889
Dr. Marlies Sproll* 27,500 - - : 6,543 - 34,043 :
Dr. Thomas von Riiden™* T 120,421 - 75661 - 53,037 - 258,110
Total 469127 527,297 238,726 214,284 18011 213,160 887,964 954741

* Entered 11/01/2005

** No longer with the company since 09/03/2004

Supervisory Board

Fixed Compensation

Variable Compensation

Total Compensation

in € 2008 2004 2008 2004 2008 2004
Dr. Gerald Méller 25000 25,000 26,000 20,500 51,000 45,500
Dr. Daniel Camus 13500 13,500 16,000 13,500 29,500 27,000
Prof. Jirgen Drews 18,500 18,500 14000 7000 32,500 25,500
Prof. Dr. Andreas Pliickthun 12,000 12,000 7500 7,500 19,500 19,500
Dr. Geoffrey N. Vernon 15000 15,000 17,000 15,500 32,000 30,500
Dr. Metin Colpan 13,500 8,587 12,500 5,000 26,000 13,587
Dr. Jorg Reinhardt* - 4,913 - 3,000 B 7,913
Total 97,500 97,500 93,000 72,000 190,500 169,500

* Retired 05/11/2004
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The Company issued its statement according to Section 161 of
the German Stock Corporation Act (Aktiengesetz). This decla-
ration was published and made accessible to stockholders ac-
cordingly on December 22, 2005.

24,

The Company has a significant number of research and devel-

Research and Development
Agreements

opment agreements relating to its discovery and development
strategy. The following is a brief description of these agree-
ments, which have had, or may have, a significant financial
impact (in alphabetical order).

Bayer Corporation, Berkeley, U.S.A.

In December 1999, the Company announced a collaboration
with Bayer AG (“Bayer”) encompassing a research collabora-
tion and license agreement for the application of the Compa-
ny's proprietary technologies in a number of Bayer’s research
and development programs. The collaboration was extended
by another four years in July 2001. The agreement specified
four areas in which the two companies apply the Company’s
technologies. The Company’s HuCAL (Human Combinatorial
Antibody Library) technology is being used to generate fully
human therapeutic antibodies against up to ten targets pro-
vided by Bayer. [n addition, Bayer has an option to develop
antibodies generated using the HUCAL technology as in vitro
diagnostics. Furthermore, HUCAL is being used to identify an-
tibodies for use in monitoring the progress of clinical trials
with selected drugs. The fourth and last area of application is
the use of MorphoSys technologies to identify and validate
new targets emerging from Bayer’s genomics program, which
will be used by Bayer in screens for new drug candidates,

Under the terms of the agreement, Bayer made an up-front
payment to the Company upon signing the agreement, and
pays additional annual license fees and support for research
and development funding at the Company. Furthermore, Bayer
pays exclusivity fees for using the HuCAL technology on up
to ten potential targets, as well as milestone fees on antibod-
ies delivered by the Company that meet pre-agreed success
criteria. Any antibody-based products developed in the col-
laboration trigger development-related milestone and royalty
payments by Bayer to the Company. Over the course of the
agreement, Bayer has thus far taken two exclusive licenses on
antibodies from MorphoSys, and cross-licensed their HKB-11
cell line against the installation of HUCAL GOLD at selected
Bayer sites.

In December 2005, the collaboration was extended by another
five years, with a termination option after the first collaboration
year. Under the terms of the extended agreement, MorphoSys
grants Bayer access to its proprietary HuCAL GOLD antibody
library for use in Bayer’s drug discovery programs at its re-
search site in West Haven, Connecticut, U.S.A. Additionally, the
two parties undertake to commence up to 25 new therapeutic
antibody programs should the collaboration run its full course.

Boehringer Ingeltheim GmbH, Germany

[n February 2003, MorphoSys and Boehringer Ingelheim GmbH
(“Boehringer Ingelheim”) entered into a therapeutic antibody
collaboration and cross-licensing agreements. Under the terms
of the agreements, MorphoSys received an exclusive, worldwide
license to patents owned or controlled by Boehringer Ingelheim
to develop, make and sell therapeutic and diagnostic antibodies
targeting the ICAM-1 molecule. Boehringer Ingelheim will re-
ceive exclusive commercial licenses to therapeutic antibodies
against two undisclosed targets, which MorphoSys will gener-
ate utilizing its HUCAL GOLD antibody technology.
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In November 2003, Boehringer Ingelheim exercised its first
option for the development of a therapeutic antibody. As a
result, MorphoSys will develop a therapeutic antibody for
Boehringer Ingelheim against an undisclosed target molecule
for the treatment of inflammatory diseases such as asthma
and rheumatoid arthritis.

In August 2004, Boehringer Ingelheim exercised its second
option for the development of a therapeutic antibody. Both par-
ties initiated a new program for the development of a thera-
peutic antibody against an undisclosed target molecule in-
volved in cardiovascular diseases. MorphoSys will generate
this antibody using its proprietary HuCAL GOLD technology.
Boehringer Ingelheim will be responsible for the preclinical
and clinical development and subsequent marketing of any
resultant products, on which MorphoSys could earn mile-

stones and royalties.

In March 2005, Boehringer Ingelheim and MorphoSys signed
an expansion of their existing cooperation involving both re-
search and-therapeutic applications. Boehringer Ingelheim has
acquired an option to receive several exclusive licenses on
new therapeutic antibody programs. Additionally, Boehringer
Ingelheim will obtain access to MorphoSys’s HuCAL GOLD li-
brary for research purposes at a number of the firm'’s research
facilities. The first installation site is intended to be Boehringer
Ingelheim’s site in Vienna, Austria. MorphoSys will receive

a technology access fee, annual license fees and optional R&D
funding over the five-year collaboration term. For therapeutic
antibodies emerging from the collaboration, Boehringer Ingel-
heim will pay milestone fees and royalties to MorphoSys.

Bristol-Myers Squibb, U.S.A.

In August 1998, the Company and Bristol-Myers Squibb Com-
pany (“Bristol-Myers Squibb,” formerly DuPont Pharmaceuti-
cals Company) entered into a cooperation agreement under
which Bristol-Myers Squibb acquired a non-exclusive license
to MorphoSys’s HuCAL antibody library technology. Under the
agreement, Bristol-Myers Squibb applied HuCAL technology
in its pharmaceutical discovery programs for target character-
ization and validation. In July 2000, the parties extended this
research license and agreed to collaborate in developing a
system for fully automated high-throughput artibody genera-
tion, called AutoCAL. The amended agreement provided for
Bristol-Myers Squibb’s continued use of the HuCAL libraries
and for the installation of AutoCAL at Bristol-Myers Squibb’s
facilities in Wilmington, Delaware, U.S.A. Milestones were
achieved in 2000 and 2001 with the successful generation of
research antibodies against target molecules provided by
Bristol-Myers Squibh using AutoCAL.

In January 2005, MorphoSys announced a further expansion
of the existing license agreement to grant Bristol-Myers
Squibb access to the HuCAL GOLD library.

Centocor, Inc., U.S.A.

In December 2000, the Company signed a subscription and li-
cense agreement with Centocor, Inc. {“Centocor”). The intention
of the collaboration is to facilitate the research, discovery and
development of novel antibody therapeutics. Centocor will have
access to the HuCAL technology at various sites; in addition,
the Company will generate antibodies against Centocor targets.
Under the agreement, the Company will receive committed
technology license fees, exclusivity fees, research and develop-
ment funding, and milestone payments. Centocor will be re-
sponsible for development and marketing of any potential
drugs. Should Centocor market any drugs as a result of the col-
laboration, the Company will receive royalty payments. The
original contract had a duration of five years and was to end
in December 2005. In December 2004, both parties extended
their agreement until the end of 2007. The extension agree-
ment provides for increased levels of research and develop-
ment funding by Centocor to MorphoSys, and an up-front pay-
ment by Centocor to MorphoSys for the extension.




Eli Lilly & Company, U.S.A.

MorphoSys and Eli Lilly & Company (“Lilly”) signed a cross-
licensing agreement in September 2005 for the use of their
recombinant protein technologies. The agreement is part of
a settlement to resolve the patent litigation with Applied Mo-
lecular Evolution (AME). Under the agreement, MorphoSys
receives a license under the Kauffman patent estate to gener-
ate and screen certain recombinant peptide and protein librar-
ies and to commercialize any resulting products. The agree-
ment also provides Lilly access to the MorphoSys HuCAL
GOLD technology for Lilly’s internal research and develop-
ment programs. For any therapeutic antibodies Lilly develops
under the agreement, it will pay MorphoSys exclusive licens-
ing fees, success fees, milestone payments and royalties on
end products. The settlement agreement covers MorphoSys’s
and its partners’ past, present and future use and commer-
cialization of all versions of its HUCAL libraries, as well as
its TRIM technology. The agreement also gives Lilly access
under agreed terms to Antibodies by Design, MorphoSys’s
business unit focusing on the development of custom mono-
clonal antibodies for non-therapeutic purposes.

F. Hoffmann-La Roche, Switzerland

In September 2000, MorphoSys entered into a collaboration
and license agreement with F. Hoffmann-La Roche (“Roche”)
for the development of human therapeutic antibodies against
a Roche target. Under the terms of the agreement, the Com-
pany receives a license payment, development-related mile-
stone payments, and royalties on marketed products. The
Company will apply its (HuCAL) Fab technology to the gen-
eration and optimization of antibodies for the Roche target.
Roche will be responsible for the clinical development, regu-
latory approval and worldwide marketing of any resulting

products. MorphoSys announced in January 2006 that Roche
has filed all necessary applications to commence a European
phase 1 clinical trial with a HuCAL-derived antibody to treat
Alzheimer’s disease. The filing of applications to commence
clinical trials triggers a clinical milestone payment from Roche
to MorphoSys.

GPC Biotech AG, Germany

In April 1999, the Company signed a collaboration and li-
cense agreement with GPC Biotech AG (“GPC”), Munich. The
objective of the collaboration is to utilize the Company’s
technologies to generate human antibodies against GPC tar-
gets and to deliver such antibody products to GPC for confir-
mation of achievement of pre-defined success criteria. The
Company received up-front research and development fund-
ing/exclusivity payments as well as the potential for mile-
stone and royalty payments from GPC. In January 2005, GPC
started a phase 1 clinical trial with a fully human cancer an-
tibody (1D09C3) generated by MorphoSys, evaluating the an-
tibody in patients with relapsed or refractory B-cell lympho-
mas, such as Hodgkin’s and non-Hodgkin’s lymphomas. The
commencement of clinical trials triggers a clinical milestone
payment from GPC Biotech to MorphoSys. The European Com-
mission has granted orphan drug designation for the antibody
for the treatment of chronic lymphocytic leukemia (CLL).
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ImmunoGen, U.S.A.

In September 2000, the Company signed a collaboration and
license agreement with ImmunoGen, U.S.A. (“ImmunoGen”).
The parties will collaborate in the discovery and development
of human monoclonal antibodies against certain specified tar-
gets. ImmunoGen will be responsible for developing one or
more antibodies generated by the Company into a marketable
product. Under the agreement, the Company will receive a
license payment, as well as development-related milestone
payments and royalties on marketed products.

The existing agreement between the two companies was ex-
panded in June 2001. The new agreement provided for a re-
search license from the Company to ImmunoGen for the Com-
pany’s HuCAL antibody library technology for the generation of
research antibodies for use in ImmunoGen’s functional geno-
mics programs, in order to help validate new targets. The ex-
panded agreement has a duration of four years.

In June 2005, the existing license agreement for ImmunoGen’s
internal target research programs was extended for another year.

Merck&Co,, Inc., U.S.A.

In December 2005, MorphoSys signed a five-year license agree-
ment with Merck & Co., Inc. {“Merck”). Under the terms of the
agreement, MorphoSys grants Merck access to its proprietary
technologies HUCAL GOLD and AutoCAL for use in Merck’s
drug discovery programs. Furthermore, the agreement enables
Merck to develop HuCAL-derived therapeutic antibodies in a
range of indications. MorphoSys receives an up-front payment,
annual user fees and R&D funding. MorphoSys is also eligible
to receive license and milestone payments on projects in clini-
cal development, and royalties on any end products emerging
from the collaboration.

Novartis AG, Switzerland

In May 2004, MorphoSys AG and Novartis AG (“Novartis”)
announced a collaboration to discover and develop antibody-
hased biopharmaceuticals as therapeutic agents, in order to
address unmet medical need across a variety of diseases.
MorphoSys brings validated and robust human antibody tech-
nologies (HuCAL GOLD} to Novartis’s new strategic research
directions, building a collaboration that will identify and de-
velop novel therapeutic agents rapidly and efficiently. MorphoSys
scientists will work directly with Novartis scientists across the
global sites of the Novartis Institutes for BioMedical Research
{(NIBR), including the new world headquarters in Cambridge,
Massachussets, U.S.A. The MorphoSys HUCAL GOLD technology
will be an integral part of Novartis’s drug discovery and devel-
opment efforts. During the three-year term of the agreement,
which may be extended up to a total of five years, Novartis will
fund internal research at MorphoSys that will generate and op-
timize HUCAL GOLD antibodies against targets identified by
Novartis. In addition, Novartis will have access to the current
MorphoSys HuCAL GOLD library at two of its sites. Addition-
ally, under the terms of this collaboration Novartis will be Mor-
phoSys’s first partner to receive a non-exclusive option on inter-
nalization of the entire MorphoSys technology platform, which
would trigger an additional payment by Novartis to MorphoSys.
Novartis made an apprex. € 9 million investment in MorphoSys
by purchasing non-interest-bearing convertible bonds of Mor-
phoSys. In addition, MorphoSys will receive over US$ 30 mil-
lion in committed R&D funding and technology license fees
over the first three years. MorphoSys also stands to receive
technology license payments, research and developmental mile-
stones, as well as royalties on marketed antibody products.




Novoplant GmbH, Germany

In July 2004, MorphoSys AG and Novoplant GmbH (“Novoplant”)
announced the signing of a collaboration for the development
of therapeutic antibodies in animal health applications. Under
the three-year agreement Novoplant received a license for
the development and commercialization of therapeutic anti-
bodies as feed components for use in veterinary medicine.
Novoplant will pay a technology access fee to MorphoSys in
addition to annual licensing fees. Additionally, MorphoSys
receives milestone fees and royalties for the subsequent de-
velopment and marketing of any resulting products. In the
context of the cooperation, Novoplant will use MorphoSys’s
HuCAL GOLD technology to generate antibodies against
viruses, parasites and pathogenic microorganisms. The ad-
dition of such MorphoSys antibodies to animal feed stock
may offer protection against infectious diseases in the re-
spective animal’s gastrointestinal tract. MorphoSys retains
all rights in any human therapeutics or diagnostics emerging
from the collaboration.

Pfizer, Inc., U.S.A.

In December 2003, the Company announced a collaboration
and license agreement with Pfizer, Inc. (“Pfizer”). The inten-
tion of the collaboration is to facilitate the research, discov-
ery and development of novel antibody therapeutics. The
Company will apply its HUCAL GOLD technology to the gen-
eration and optimization of antibodies for multiple Pfizer
targets, Under the agreement, the Company received a com-
mitted up-front fee, research support, and, depending on col-
laboration progress, will receive milestone payments and
royalties. Pfizer is responsible for the clinical development,
regulatory approval and worldwide marketing of any result-
ing products,
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Schering AG, Germany

In December 2001, the Company and Schering AG (“Schering”)
formed a strategic alliance for the development of antibody
therapeutics and in vivo diagnostics. As part of the agreement,
Schering and the Company will combine their resources over
the three-year collaboration term to exclusively pursue a mini-
mum of five therapeutic and several in vivo diagnostic projects.
Furthermore, the two partners will jointly undertake research
to identify additional potential therapeutic and diagnostic tar-
gets emerging from Schering’s genomics program.

Over the lifetime of the agreement, the Company will receive
license fees, milestone payments and royalties on any end prod-
ucts emerging from the collaboration. Additionally, Schering
purchased 357,880 shares at an average price of € 66.79 per
share in February 2002 as part of their strategic commitment
to the partnership.

In December 2004, both parties extended the collaboration
agreement by at least two more years, until the end of 2006,
with the option of a further extension period of one year beyond
this time frame.

Shionogi& Co., Ltd., Japan

In September 2005, MorphoSys signed a three-year license
agreement with Shionogi&Co., Ltd. (“Shionogi”) on the use of
MorphoSys’s HuCAL technology. Under the terms of the agree-
ment, MorphoSys grants Shionogi access to its HuUCAL GOLD
antibody library for use in Shionogi’s pharmaceutical drug dis-
covery programs. In return, MorphoSys stands to receive an
up-front payment and annual user fees during the life span of
the agreement.
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XOMA Technology Ltd./XOMA Ireland Ltd.

In February 2002, MorphoSys and XOMA Technology Ltd./
XOMA Ireland Ltd. (“XOMA”) concluded mutual license agree-
ments for their antibody technologies. Under the terms of these
agreements, MorphoSys received a license for its own and its
collaboration partners’ past and future use of XOMA antibody
expression technology for the development of antibody products
in connection with the phage display-based HuCAL antibody
library (the “XOMA license”). [n return, XOMA received a five-
year license from MorphoSys to use the MorphoSys HuCAL
GOLD antibody library, which XOMA will use for its own target
molecule identification and for its research programs. More-
over, an option is included for the development of therapeutic
antibodies. MorphoSys acquired the XOMA license by issuing
363,466 shares arising from a capital increase in 2003.

25 Events After the Balance Sheet Date

On January 12, 2006, MorphoSys announced the acquisition
of the privately held Serotec Group. The acquisition of Serotec,
a renowned and internationally active supplier of research anti-
bodies, more than triples the Group’s existing Research Anti-
hodies segment revenues and establishes MorphoSys as the
leading supplier of research antibodies and antibody research
technologies in Europe. The purchase price of apprcximately

£ 20 million {approx. € 29.3 million) will be paid via approxi-
mately £ 14 million (approx. € 20.5 million) cash and through
the issuance of 208,560 new MorphoSys shares from a capi-
tal increase against contribution in kind. Serotec provides
MorphoSys with a strong distribution network including sub-
sidiaries and sales offices in the U.S., the U.K., Germany, France
and Scandinavia. It is intended that Serotec becomes a wholly
owned subsidiary of MorphoSys AG and integrated within
MorphoSys’s existing research antibody business represented
to date by the Biogenesis and Antibodies by Design brands.
All three research antibody business units will operate under
the umbrella brand AbD—Antibodies Direct.

In January 2005, MorphoSys announced the acquisition of the
U.K.-and U.S.-based Biogenesis Group. The acquisition of
Biogenesis was a first strategic step to expand the Research
Antibodies unit by adding a comprehensive catalog antibody
and contract antibody manufacturing business.

Serotec, founded in 1982, markets a substantial product portfo-
lio of more than 4,600 research antibodies and reagents for use
in research areas such as immunology, neurology, cell biology
and histology. Consolidated sales of the Serotec Group in 2005
amounted to approximately € 11 million. With this acquisition,
MorphoSys adds sales offices in France and Scandinavia and
bolsters its existing presence in Germany, the U.K. and the
U.S.A. The goal of the enlarged Research Antibodies unit is to
leverage its research and sales capabilities globally. MorphoSys
sees potential for significant revenue and cost synergies.

MorphoSys’s present Management Board will retain their pres-
ent positions in the enlarged MorphoSys Group. The Research
Antibodies unit will be led by Dieter Lingelbach, Senior Vice
President at MorphoSys AG, with former Serotec management
remaining in place to support the integration process. The
Serotec Group currently employs approximately 80 people,
mostly in R&D and sales and marketing.



Summary of Significant Differences Beltween
German GAAP and IFRS

In accordance with § 315a HGB, the Company has an exemption
from publishing its financial statements in accordance with the
German Commercial Code, which represents generally accepted
accounting principles in Germany (“German GAAP”). The accom-
panying financial statements are in conformity with the prin-
ciples of consolidated financial statement of the European Union
(principle 83/349/EEC). German GAAP varies in certain sig-
nificant respects from IFRS. Accordingly, the Company has re-
corded certain adjustments, principally relating to revenue rec-
ognition and the recording of certain costs, in order to present
the accompanying financial statements in accordance with [FRS.

The financial statements of the Company are prepared in accord-
ance with International Financial Reporting Standards (“IFRS”),
which differ in certain respects from German generally accept-
ed accounting principles (“German GAAP”) as prescribed by
the German Commercial Code (HGB). The following is a sum-
mary of the significant differences between applied IFRS and
German GAAP that may affect the Company’s net income and
equity for the periods presented.

Intangible assets —Under IFRS, certain expenses (i.e. internal
costs associated with obtaining patents) are capitalized as In-
tangible assets and amortized on a straight-line basis over their
estimated useful lives. Under German GA AP, such costs are
expensed as incurred. The capitalization of certain acquired
license rights is accounted for according to an expert valua-
tion under IFRS. Under German GAAP, the splits are baéed on
the net present value or acquisition cost.

Amortization life of acquired license rights —Under IFRS,
these rights are amortized over their estimated useful econom-
ic life of ten years. Under German GAAP, the amortization
period of eight years follows the rates used for tax purposes.
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Revenue recognition—Under IFRS, more stringent revenue
recognition criteria exist which can result in differences in the
periods in which revenue is recognized under German GAAP.

Stock-based compensation—The Company accounts for stock
option and convertible bonds grants in accordance with IFRS 2
and recognizes compensation expense. Under German GAAP,
compensation expense is not recognized.

Private placement and initial public offering costs—Under
LERS, certain costs in connection with a private placement or an
initial public offering of equity are recorded as a reduction of
additional paid-in capital. Under German GAAP, such costs are
expensed as incurred.

Unrealized holding gains and losses on derivative financial
instruments—Under IFRS, unrealized gains and losses on de-
rivatives are recorded as other income/expense. Under German
GAAP, increased market value is not recorded.

Non-current liabilities —IFRS requires that long-term liabili-
ties with the present value of future payments using an interest
rate commensurate with the risk involved. Under German GAAP,
the long-term liabilities are recorded with their repayment
amounts.

Goodwill allocation~IFRS requires that a purchase price
allocation be performed to identify assets and liabilities ac-
quired. Under German GAAP, these amounts are shown as
financial assets.
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Roll-Forward of Fixed Assets {Appendix 1)

Acquisition and Production Cost

01/01/2005 Additions Disposals 12/31/2005
€ € € €
I. Property and Equipment
Land and Buildings - 2,247,115 : 2,247,115
Office and Laboratory Equipment 4,985,732 628,573 280,589 5,333,716
4444 Furniture and Fixtures 1,345,543 536,188 - 1,881,731
6,331,275 3,411,876 280,589 9,462,562
Il Intangible Assets
Patents 3,765,756 28,805 - 3,794,561
License Rights 12,140,398 - - 12,140,398
Software 1,366,441 44,694 19,500 1,391,635
""" Know- How and Customer List - 2,312,685 . 2,312,685
Goodwill - 4,137,349 B 4,137,349
17,272,595 6,523,533 19,500 23,776,628

* including impairment losses of € 0.5 mitiion

Chart of the Consolidated Entity s of December 31, 2005 (Appendix 2)

Exchange Rate
on December 31,
2005; One Unit
of € in Foreign

Name and Corporate Seat of the Company Currency Currency
Company Consolidated (Apart from Parent Company)
MorphoSys U.S.A., Inc., Charlotte, North Carolina, U.S.A. Uss 1.18590
""" MorphoSys IP GmbH, Munich, Germany € -
Biogenesis Ltd., Poole, UK £ 0.68430
Uss 1.18590

Biogenesis, Inc., Brentwcod, New Hampshire, U.S.A.

* Before elimination of intercompany transactions



Accumulated Depreciation

Net Book Values

01/01/2005  Depreciation” Disposals  12/31/2005  12/31/2005  12/31/2004
€ € € € € €
- 10,310 - 2,236,805 -
e g
726,727 245,923 - 909,081 618,816
4,000,280 928,002 162,583 4,696,863 2,330,995
S - 975,665 457,891 B 1,433,556 2,361,005 2,790,091
2,469,267 1,214,040 3,683,307 8,457,001 9,671,131
1,078,326 197511 15,708 1,260,129 131,506 288,115
o - 827118 - 827,118 1485567 <
T - e - - 4,137,349 .
4,523,258 2,696,560 15,708 7,204,110 16,572,518 12,749,337 _
Equity in Total Assets Total Liabilities Total Revenue Profit/Loss in
Share of Capital Foreign in Foreign in Foreign in Foreign Foreign
% Currency Currency* Currency* Currency* Currency™
) 100 2,000 4,136 (1,345) - (18,569)
100 25000 16,818,787 18,816,912 6,989,479
100 200 1,363,390 514,053 1,658,032 20,420
100 100 698,996 467416 1,007,166 (196,701)
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’ AUDIT OPINION

Audit Opinion

We have issued the following unqualified auditor’s report:
“Auditor’s report

We have audited the consolidated financial statements prepared by the MorphoSys AG, Martinsried
nearby Munich, -comprising the balance sheets, the statements of operations, the statements of
cash flows, the statements of changes in stockholders’ equity and the notes to the consolidated
financial statements- together with the group management report for the business year from January
1 to December 31, 2005. The preparation of the consolidated financial statements and the group
management report in accordance with [FRSs, as adopted by the EU, and the additional require-
ments of German commercial law pursuant to Section 315a Par. 1 HGB are the respensibility of the
parent company’s management. Our responsibility is to express an opinion on the consolidated
financial statements and on the group management report based on our audit.

We conducted our audit of the consolidated financial statements in accordance with Section 317
HGB [Handelsgesetzbuch; “German Commercial Code”] and German generally accepted standards
for the audit of financial statements promulgated by the Institut der Wirtschaftspriifer (IDW).
Those standards require that we plan and perform the audit such that misstatements materially
affecting the presentation of the net assets, financial position and results of operations in the con-
solidated financial statements in accordance with the applicable financial reporting framework
and in the group management report are detected with reasonable assurance. Knowledge of the
business activities and the economic and legal environment of the Group and expectations as to
possible misstatements are taken into account in the determination of audit procedures. The effec-
tiveness of the accounting-related internal control system and the evidence supporting the disclo-
sures in the consolidated financial statements and the group management report are examined
primarily on a test basis within the framework of the audit. The audit includes assessing the an-
nual financial statements of those entities included in consolidation, the determination of entities
to be included in consolidation, the accounting and consolidation principles used and significant
estimates made by management, as well as evaluating the overall presentation of the consolidated
financial statements and group management report. We believe that our audit provides a reason-
able basis for our opinion.
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Our audit has not led to any reservations.

In our opinion, based on the findings of our audit, the consolidated financial statements comply
with IFRSs, as adopted by the EU, the additional requirements of German commercial law pursu-
ant to Section 315a Par. 1 HGB and give a true and fair view of the net assets, financial position
and results of operations of the Group in accordance with these requirements. The group manage-
ment report is consistent with the consolidated financial statements and as a whole provides a
suitable view of the Group’s position and suitably presents the opportunities and risks of future

development.”
Munich, February 3, 2006
KPMG Deutsche Treuhand-Gesellschaft

Aktiengesellschaft
Wirtschaftspriifungsgesellschaft

WIRTSCHAFTS-

PROFUNGS-
; GESELLSCHAFT

Maurer Rahn

Wirtschaftsprufer Wirtschaftspriifer
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Corporate Governance Report

Corporate governance is the basis of all decision and ccntrol processes at
MorphoSys, and has therefore traditionally played an important rele within
the Company. The term “corpcrate gevernance” stands for the responsible
management and control of companies geared toward creating long-term
added value. Efficient collaboration between Management Board and Super-
visory Beard, respect for shareholders’ interests, openness and transparency
are the major aspects of corporate governance and at the same time the
foundation of company management at MorphoSys.

German Corporate Governance Code

The German Corporate Governance Code {DCGK) includes major legal regulations on the manage-
ment and monitoring of German listed companies (company management) and defines interna-
tionally and nationally recognized standards for good, responsible management. The Code is in-
tended to strengthen the confidence of international and national investors, customers, employees
and the public in the management and monitering of publicly listed German companies.

Conformity with the DCGK

In 2005, the Government Commission made several changes to the DCGK. MorphoSys has since
adapted its internal standards to the new regulations where required. To ensure that all the re-
quirements of the Corporate Governance Code are fulfilled at all times, a member of the Manage-
ment Board monitors compliance with the Code during the course of each year and identifies any
deviations from the recommendations. In the event of a deviation, the declaration of conformity
is adjusted accordingly. There was no need for an adjustment during fiscal year 2005.

No conflicts of interest occurred with the Management Board or Supervisory Board.
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MorphoSys AG complies with and will also comply in future with the recommendations of the
German Corporate Governance Code as amended on June 2, 2005, with two exceptions only.

Moreover, MorphoSys fully complies with all suggestions (discretionary provisions) of the German
Corporate Governance Code on a voluntary basis.

Declaration of Conformity

The following declaration of conformity, together with those from previous years, has been made
permanently available to the public on the Company’s website.

At the meeting on December 21, 2005, the Management Board and the Supervisory Board approved
the following declaration of confornity with regard to the German Corporate Governance Code
in the 2005 fiscal year and pursuant to sec. 161 of the German Stock Corporation Act (AktG):

MorphoSys AG complies and will comply with all recommendations of the German Corporate
Governance Code—in the version of June 2, 2005~ with the following exceptions:

= The stock option program for the Board of Management does not provide a cap for unforeseen de-
velopments within the meaning of Code sec. 4.2.3, since the reasonableness of the amount of stock
options for the Board of Management has already been considered at the time of the grant.

= Although it does not correspond to international practice to provide a deductible within the mean-
ing of Code sec. 3.8, para. 2, the present D& O insurance policy includes such a deductible for
Management and Supervisory Board members, the magnitude of which, however, may be at a level
which does not comply with the requirements of the German Corporate Governance Code.

With these two exceptions, MorphoSys AG has also complied with the recommendations of the
German Corporate Governance Code in the time period since its Declaration of Compliance of

December 2004.

Martinsried/Planegg, December 21, 2005
MorphoSys AG

For the Management Board:

Dr. Simon E. Moroney Mr. Dave Lemus Dr. Marlies Sproll
Chief Executive Officer Chief Financial Officer Chief Scientific Officer

For the Supervisory Board:

Dr. Gerald Méller
Chairman



122 ' CORPORATE GOVERNANCE REPORT

Management Board

The Management Board of MorphoSys AG presently comprises three members and has a Chairman.
On November 1, 2005, Dr. Marlies Sproll was appointed as Chief Scientific Officer. Dr. Sproli is
responsible for the research and development departments and for the management of existing part-
nerships. She has over 15 years’ experience in antibody research and development, the validation of
target molecules and in the pre-clinical and clinical development of biotechnological drugs. Previous
to her appointment to the Management Board, Dr. Sproll was Senior Vice President R&D at MorphoSys.

Terms of reference regulate the allocation of areas of responsibility and the cooperation within the

Management Board.

As in previous years, the remuneration of the Management Board will be published individually.
Please refer to the Remuneration Report on pages 126—127 and the Notes to the Consolidated
Financial Statements on page 108,

Supervisory Board

The Supervisory Board of MorphoSys AG comprises six members, who together represent the
Company’s shareholders. It is not codetermined according to the German Codetermination Act.
The Chairman of the Supervisory Board Dr. Gerald Moéller coordinates the work of the Supervisory
Board, chairs its meetings and represents the Board’s concerns externally. All members of the
Supervisory Board are independent and have many years of experience in the biotechnology
and pharmaceutical industry. They are duly elected by the shareholders at the Annual Sharehold-
ers’ Meeting. The Chairman of the Supervisory Board is a former Chairman of the Management
Board of MorphoSys AG.

All three committees of the Supervisory Board consist of professionally qualified members.

The Audit Committee comprises two members, Dr. Geoffrey N. Vernon (Chairman), Executive
Chairman, Ziggus Heldings Ltd., and Dr. Daniel Camus, Chief Financial Officer at Electricité de
France. As Chairman of the Supervisory Board, Dr. Gerald Mdller is also Chairman of the Remu-
neration & Nomination Committee. Further members of the Remuneration & Nomination Committee
are Prof. Dr. Jirgen Drews and Dr. Metin Colpan. The Science & Technology Committee comprises
three members with Prof. Dr. Andreas Pliickthun as Chairman, Prof. Dr. Jirgen Drews and

Dr. Metin Colpan.

The Supervisory Board has issued terms of reference.
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Efficiency Assessment of the Supervisory Board

The Supervisory Board of MorphoSys AG assesses its efficiency at least once a year. In 2005, this
was performed at the meeting in May 2005. All members of the Supervisory Board took part in
the exercise. The efficiency assessment was performed using a detailed questionnaire.

The Supervisory Board came to the unanimous decision that the cooperation is very efficient and
trustworthy. The number and composition of committees and the cooperation between the indi-
vidual members of the Supervisory Board and the Management Board received top marks. Indi-
vidual proposals for improvement were discussed by the entire Supervisory Board and will be
implemented.

The Supervisory Board intends to assess its efficiency on an annual basis.

As in previous years, the remuneration of the Supervisory Board will be published individually.
Please refer to the Remuneration Report on page 127 and the Notes to the Consolidated Financial
Statements on page 108.

Directors’ Holdings

The ownership of shares in the Company or related financial instruments by the Management and
Supervisory Board members exceeds 1% of the shares issued by the Company. For the disclosure of
Company stocks held or financial instruments relating to them, please refer to section 22 of the Notes
to the Consolidated Financial Statements. This list separately shows all the stocks, stock eptions and
convertible bonds held by each member of the Management and Supervisory Boards.

Directors’ Dealings

The purchase or sale of Company stocks or derivatives on Company stocks by Management Board
or Supervisory Board members is reported immediately in accordance with the requirements of
the German Securities Trading Act (WpHG) and the DCGK. In the 2005 fiscal year, the following
transactions were executed and reported to MorphoSys AG {in alphabetical order):
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Member of Date of Number of
Management/ Transaction Type of Stocks/
Supervisory Board Function in 2005 Transaction Share Price Derivatives
Member of the
Or. Daniel Camus Supervisory Board Nov. 2 Salet €3777 1,500
Mr. Dave Lemus Chief Financial Officer Feb. 15-17 Sale! € 4212-42.80 24,000
Issue of stock
Mr Dave Lemus Chief Financial Officer Jul. 1 options? - 27,000
Spouse of
Mrs. Suzel Lemus Chief Financial Officer Feb. 14 _Sale €4400 3,400
Chairman of the
Dr. Gerald Mdller Supervisory Board Nov. 2 Sale! € 37.55 2,500
Securities
Dr. Simon E. Moroney Chief Executive Officer Apr. 13 loan® - 72,953
Issue of stock
Dr. Simon E. Moroney Chief Executive Officer Jul. 1 options? - 36,000
Dr. Simon E. Moroney Chief Executive Officer Nov. 2 Sale’ € 36.00 12,000
Simon E. Moroney Ver- Entity controlled by
mogensverwaltung GmbH  Dr. Simon E. Moroney Dec. 15 Sale €39.57 113,461
Dr. Simon E. Moroney Chief Executive Officer Dec. 15 Purchase €39.57 113,461
Prof. Dr. Member of the Securities
Andreas Plickthun Supervisory Board Apr. 13 loan® - 59.300
Prof. Dr. Member of the
Andreas Plickthun Supervisory Board Nov. 2 Sale! € 37.20 1,500
Dr. Geoffrey N. Vernon Member of the
Supervisory Board Nov. 2 Sale! € 3714 1,500

' Convertible bonds were converted into MorphoSys shares and subsequently sold (for a detailed description of convertible bond program, please see section
14 of the Notes to the Consolidated Financial Statements)

20n July 1, 2005, 63,000 stock options were issued to the Management Board of MorphoSys AG under the 2002 Employee Stock Option Program

#1n March 2005, WestLB AG entered into share loan agreements with Dr. Simon E. Maoroney, Chief Executive Officer of MorphoSys AG, and Prcf. Dr. Andreas

Plickthun, member of the Supervisory Board of MorphoSys AG. The shares were retransferred on April 13, 2005

Shareholders and Annual Shareholders’ Meeting

The Annual Shareholders’ Meeting is the decision-making body of our shareholders. It enables the

Company’s owners to participate in basic decisions affecting MorphoSys. The Annual Shareholders

’

Meeting usually takes place within the first five months of every fiscal year. The next meeting is

scheduled for May 17, 2006, and will take place in Munich. Each share carries one vote.
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More than 200 shareholders attended the MorphoSys AG Annual Shareholders’ Meeting on May 11,
2005, in Munich. Around 30% of the entire voting stock was represented at the meeting, an increase
of 3% over 2004, As in previous years, MorphoSys offered its shareholders the right to transfer
proxies to a representative of the Company, which shareholders made use of in increasing numbers.
In 2006, there will also be a broadcast of the Annual Shareholders’ Meeting on the internet.

The Chairman of the Supervisory Board outlined the salient points of the compensation system
and any changes thereto to the audience.

All the resolutions proposed by the Management Board and Supervisory Board were accepted with a
large majority. For more information on the 2005 Annual Shareholders’ Meeting, and on the Annual
Shareholders’ Meeting due to take place in 2006, visit the Company’s website at www.morphosys.com.

The legal challenge in June 2005 against the resolution of the 2005 Annual Shareholders’ Meeting
concerning the increase of Conditional Capital Il was withdrawn by the shareholders concerned
at an oral hearing at Munich District Court L

Transparency, Reporting and the Audit of the Annual Financial Statements

MorphoSys has adhered to all the regulations of the DCGK on transparency. All relevant informa-
tion is made available immediately to shareholders and the capital market and is published on the
Company’s website in German and English. At the end of every fiscal year, MorphoSys publishes
a financial calendar for the following reporting year. Quarterly and annual financial statements
are published within the short deadlines stipulated by the DCGK. MorphoSys publishes the quar-
terly reports within 30 days and the annual financial statements within 60 days.

The Annual Shareholders’ Meeting appointed KPMG Deutsche Treuhand-Gesellschaft AG
Wirtschaftspriifungsgesellschaft as auditors for the 2005 fiscal year. KPMG issued a declaration
of independence.

Control and Risk Management

A key component of good corporate governance is the responsible management of business risks. As
part of corporate governance, systematic risk management ensures that risks are identified at an
early stage and their effects minimized. The existing procedure is constantly being developed and
adapted to changing conditions within the enterprise. The risk management system of MorphoSys
AG is audited annually by the auditors.



12@ ’ REMUNERATION REPORT

Remuneration Report

Management Board Remuneration

The remuneration of members of the Management Board is performance-related and comprises
one fixed and one variahle component. In addition, the Management Board members receive a fur-
ther remuneration component with the long-term incentive of stock options and convertible bonds.
The appropriateness of the Management Board’s remuneration is subject to an annual review and
is compared to the results of the Annual German Biotechnology Industry Remuneration Study
(GRS Study) and other more global benchmark sources.

For 2005, remuneration of the Management Board amounted to a total of € 887,964 {2004:

£ 954,741%), For a list of remuneration relating to individual Management Board members, divided
into fixed, variable and other remuneration components, see the Notes to the Consolidated Financial
Statements on page 108.

During 2005, members of the Management Board exercised convertible bonds and subsequently sold
the new shares. Details are given in the schedule provided under Directors’ Dealings on page 124.

Company goals, such as the achievement of financial or strategic targets, are specified by the Super-
visory Board together with the Management Board at the beginning of each fiscal year. Achieving
these goals forms in part a basis for assessing the achievement of the variable component of each
Management Board member’s remuneration. Furthermore, each Management Board member’s per-
sonal targets are set at the beginning of each year. At the end of each year, the Supervisory Board
evaluates the level of attainment of these goals, which then comprises the remaining variable remu-
neration component of compensation. More specifically, half of the variable bonus compensation
depends on the extent to which the Company and personal goals have been reached.

The other remuneration components consist of payments for retirement provisions, company cars,
allowance for social insurances, and others.

* Dr. Marlies Sproll from November 1, 2005
° Dr. Thomas von Riiden until September 3, 2004
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The Supervisory Board also decides every year on the number of stock options or number of con-
vertible bonds to be allocated to the Management Board members. The following overview shows
the number of stock options issued in 2005 to members of the Management Board (see also 2002
Employee Stock Option Program) and their potential current value:

Member of
Management
Board

Dr. Simon E.
Moroney

Fair Value of Fair Value at

Number of One Stock the Time of
Stock Options Strike Price Grant Date Life Span Option the Grant
36,000 € 31.35 _July 1, 2005 5 years €11.07 € 398,520
27,000 € 31.35 July 1, 2005 5 years € 11.07 € 298,890

For a more detailed description of the various stock options and convertible bonds programs cur-
rently in operation, see sections 14 and 15 of the Notes to the Consolidated Financial Statements.

Supervisory Board Remuneration

In the 2005 fiscal year, the members of the Supervisory Board received a total of € 190,500, ex-
cluding reimbursements of travel expenses (2004: € 169,500), which was in accordance with the
Annual Shareholders’ Meeting resolution of May 11, 2005. This amount consists of fixed remuner-
ation and attendance fees.

For a list of remuneration relating to individual Supervisory Board members, see section 22 of the
Notes to the Consolidated Financial Statements.

The German Corporate Governance Code proposes that remuneration of the Supervisory Board
should also include components based on the long-term success of the company. In previous years,
the members of the Supervisory Board of MorphoSys AG participated in a convertible bonds program
approved by shareholders at the Annual Shareholders’ Meeting. After a legal verdict in 2004 in Ger-
many raised doubts about the legality of stock option and convertible bond programs for Supervisory
Board members, the Annual Shareholders’ Meeting of MorphoSys AG decided on May 11, 2005, in
favor of a revenue-related compensation program in the form of phantom stock. In addition to the cash
compensation, which was confirmed as unchanged at the 2005 Annual Shareholders’ Meeting, the
Supervisory Board members will receive stock appreciation rights, subject to a performance hurdle.
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A stock appreciation right is a claim on the Company to a cash payment of the difference between
the stock exchange price at the end of the holding period and the exercise price. The holding pe-
riod for stock appreciation rights is three years, beginning with the issue date on January 1, 2006,
and ending on December 31, 2008, An amount will only be paid if the Company’s consolidated
revenues for the year show an average annual growth rate of at least 20%. In total, payments by
the Company under this plan to all Supervisory Board members must not exceed an amount of

€ 80,000 (“cap”).

The Chairman of the Supervisory Board will receive 2,500 stock appreciation rights, the Deputy
Chairman 2,000 stock appreciation rights, and the members of the Supervisory Board each 1,500
stock appreciation rights.

In the past fiscal year, no consultancy contracts were concluded with members of the Supervisory
Board plenum. MorphoSys pays a yearly fee of SFr. 135,000 for its sponsored research agreement to
the University of Zurich. A contract relating to the scientific collaboration between MorphoSys AG
and the University of Zurich, represented by Prof. Andreas Pllickthun, was approved by the Supervisory
Board plenum.

No members of the Management Board or Supervisory Board were granted Company loans.
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Supervisory Board Report

MorphoSys has set itself the goal of further expanding its position in the field

of human antibodies. The planning and execution of the expanded growth

strategy are the main challenges, and in 2005 were the focus of cooperation

between the Management Board and the Supervisory Board.

Dr. Gerald Mdéller
Chairman of the
Supervisory Board

During the 2005 fiscal year, the Management Board of MorphoSys AG informed its Supervisory
Board promptly and comprehensively of current developments and the Company’s situation. The
Management Board also presented periodic written reports to the Supervisory Board concerning
the key developments that took place and kept the Supervisory Board permanently informed about
the Company’s economic development via telephone conferences and e-mails. As Chairman of the
Supervisory Board, I was also in direct informal and formal contact with the Chairman of the
Management Board, Dr. Moroney, and was actively and timely kept up to date on major issues and
important upcoming management decisions.

Supervisory Board Meetings and Committees

The Supervisory Board focused chiefly on the Company’s strategic business plan, progress reports

for the two operating business units, the annual budget for 2006, corporate governance topics, and

mergers and acquisitions opportunities. To the extent that corporate law or the existing Manage-

ment Board Rules of Procedure require approval for certain actions to be taken by the Management
Board, such approvals were given by the Supervisory Board itself or sub-committees.

During the nine Supervisory Board meetings in 2005, we dealt with all key issues relating to the
Company'’s strategy and planning, as well as business development and the financial situation.
At the forefront of our discussions were strategic growth initiatives such as the acquisition of the
Biogenesis Group and the preparation of the acquisition of the Serotec Group, future M& A strategies
and antibody development plans. Further key topics of the meetings were the PIPE transaction in
March 2005, the search for a new CSO, the approval of the financial statements, business develop-
ment issues such as approval for terms and conditions of new collaborations, the appointment of
new auditors, the budget for 2006 and the business plan for the years 2006-—-2010. The activities of
the two operational segments of MorphoSys AG, the Therapeutic Antibodies segment and the Re-
search Antibodies segment, were also presented and discussed in detail.
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For all Supervisory Board meetings, all members of the Supervisory Board received extensive
written reports well in advance of each meeting, which were prepared by the Management Board
with the input of the respective departments. These reports were sufficiently comprehensive

to analyze the relevant topics of the agenda of the Supervisory Board meetings and to pass the
required resolutions; therefore no further controls by the Supervisory Board were necessary.
Presently, three different committees exist: the Audit Committee and the Remuneration & Nomina-
tion Committee. In December 2005, a Science & Technology Committee was established. The com-
position of these committees can be found on pages 132-133 of this annual report. The Audit Com-
mittee met eight times, dealing mainly with accounting issues, the quarterly financial statements
and the annual financial statements. The auditors attended two meetings of the Audit Committee
and informed the members of the audit results. The Remuneration & Nomination Committee met
four times and concerned itself with topics relating to the remuneration system, the level of com-
pensation for the Management Board, and the new appointment of Dr. Marlies Sproll as Chief Sci-
entific Officer and Member of the Management Board. The Chairmen of the Committees reported
to the Supervisory Board plenum on the events and work of the committees.

Changes in the Management Board

On November 1, 2005, Dr. Marlies Sproll was appointed as the new Chief Scientific Officer. Dr. Sproll
leads MorphoSys’s research and development and alliance management departments. She brings
to the job more than 15 years of experience in antibody research and discovery, target validation,
and pre-clinical and clinical development of biologicals. Before joining MorphoSys, Dr. Sproll
worked for Boehringer Ingelheim in Vienna, Austria, and for Merck KGaA in Darmstadt, Germany.
Dr. Sproll has been with MorphoSys since 2000, and was previously Senior Vice President R&D.

Corporate Governance

As stated in the latest declaration of conformity, which was approved by the Management Board
and the Supervisory Board on December 21, 2005, the Management Board and the Supervisory
Board comply with all except two of the Code’s recommendations: the present D&O insurance
policy includes a deductible for Management and Supervisory Board members, the magnitude of
which, however, may be at a level which does not comply with the requirements of the German
Corporate Governance Code. Additionally, the stock option program for the Management Board
does not provide a cap for unforeseen developments as the appropriateness of these remuneration
components was taken into consideration in determining the size of the respective option rights
grant. The complete text of the declaration of conformity is provided on page 121 of this report
and is also permanently available to shareholders on MorphoSys’s website.

On May 11, 2005, the evaluation of the efficiency of the Supervisory Board was conducted. All mem-
bers of the Supervisory Board took part in the review. Areas for improvement were identified using

a detailed questionnaire. The findings were positive with few exceptions and were discussed during
the meeting on July 21, 2005. It was noted that the work of the Supervisory Board of MorphoSys AG is
already very efficient. The few areas for improvement were discussed and changes implemented.
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For more detailed information regarding corporate governance issues, please refer to the corpo-
rate governance and remuneration report on pages 120128 of this annual report.

Audit of the Annual Financial Statements

The Company’s independent statutory auditors, chosen at the 2005 Annual Shareholders’ Meeting,
are KPMG Deutsche Treuhand-Gesellschaft AG. The auditors have audited the MorphoSys Group’s
consolidated financial statements and annual financial statements as well as the management
reports for the Group and MorphoSys AG according to German accounting standards (HGB).
Additionally, the Company’s system for internal control/risk management was also subjected to
audit. The consolidated financial statements were audited according to German and international
standards (IFRS). The auditors confirmed that the consolidated annual financial statements are an
accurate and fair reflection of the financial situation, the result of business activity, and the Group’s
cash flow, in accordance with the accounting principles as defined by 1FRS. The audit opinion was
unqualified for the fiscal year ending 2005. The consolidated financial statements according to
IFRS were supplemented by a Group management report and further notes in accordance with
article 292a of the German Commercial Code (HGB). The submitted IFRS consolidated financial
statements exempted the Company from the obligation to produce consolidated statements accord-
ing to German law, which was confirmed by the auditors.

The Management Board submitted the financial statements described above prior to the relevant
Supervisory Board meeting. The Audit Committee thoroughly examined these documents, and the
Supervisory Board also reviewed them. The report by the Audit Committee on the annual financial
statements was fully approved by the Supervisory Board. The annual financial statements were dis-
cussed in depth at the Supervisory Board meeting on February 20, 2006. The Company’s auditors
attended the meeting, reported on the audit and answered all questions from the Supervisory Board.
Following the Supervisory Board’s review of the annual financial statements and the recommenda-
tion of the Audit Committee, the Supervisory Board accepted the auditors’ report. After its final re-
view, the Supervisory Board approved the financial statements without objection or amendment and
thus adopted them in accordance with article 172 of the German Stock Corporation Act (AktG).

On behalf of my colleagues on the Supervisory Board, ] wish to thank the Management Board and

all the staff, including those in the newly acquired subsidiaries, for their hard work and commit-
ment in the 2005 fiscal year, which has just come to an end.

Martinsried/Planegg, February 2006

old

Dr. Gerald Moller
Chairman of the Supervisory Board
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Dr. Gerald Méliler
(Chairman)
Heidelberg, Germany

Managing Director HBM
BioCapital Management GmbH

Chairman of the Remureration&
Nomination Committee

Member of the Supervisory
Board of:

BioAgency AG, Germany
(Chairman)

Brahms AG, Germany (Chairman)
MTM AG, Germany (Vice
Chairman)

STM GmbH, Germany (Chairman)
4sigma,* Bermuda (Chairman)
Ferraris Group plc, U.K.
(Director)

Pelikan Technologies, Inc.,*
U.S.A. (Chairman)

* Membership in comparable domestic
and foreign supervisory beards of
commercial enterprises

supervisory Board of MorphoSys AG

Prof. Dr. Jiirgen Drews
(Deputy Chairman)

Naples, U.S.A,, and Feldafing,
Germany

Managing Partner, Bear Stearns
Health Innoventure Fund LLC

Member of the Remuneration &
Nomination Committee and the
Science & Technology Committee

Member of the Supervisory
Board of:

GPC Biotech AG, Germany
{Chairman)

Human Genome Sciences, Inc.,
U.S.A. (Board Member)

Bear Stearns Health Innoventure
Fund LLC, New York (Consultant)
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Dr. Daniel Camus
(Member)
Paris, France

Senior Executive Vice President,
Chief Financial Officer, Electricité
de France

Member of the Audit Committee

Member of the Supervisory
Board of:

EnBW, Germany

Dalkia Holding,* France

EDF International,* France
(Chairman)

EDF Energy Group, U.K.
(Chairman)

Edison spa, Italy

Transalpina de Energia, ltaly

Dr. Metin Colpan
(Member)
Venlo, The Netherlands

Supervisory Director,
QIAGEN, N.V.

Member of the Remuneration &
Nomination Committee and the
Science & Technology Committee

Member of the Supervisory
Board of:

ingenium Pharmaceuticals AG,
Germany

GPC Biotech AG, Germany
GenPat 77, Germany (Board of
Directors)

Prof. Dr. Andreas Plickthun
{(Member)
Zurich, Switzerland

Professor for Biochemistry,
University of Zurich

Chairman of the Science &
Technology Committee

Member of the Supervisory
Board of:

Molecular Partners AG,
Switzerland (Director)

Dr. Geoffrey N. Vernon
(Member)
Tavistock, U.K.

Executive Chairman,
Ziggus Holdings Ltd., U.X.

Chairman of the Audit Committee

Member of the Supervisory
Board of:

Advanced Medical Solutions
Ltd.,* UK.

Genable Ltd.,* Ireland

Talia Technologies Ltd.,* Israel
XL TechGroup GP, LLC,* U.S.A.
XL TechGroup Inc,* U.S.A.
Ziggus Holdings Ltd.,* U.K.
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Glossary

A ADR — American Depository Receipt

Affinity — Binding strength between binding partners, e. g.
antibody/antigen

Amyloid-beta — target molecule in Alzheimer’s disease therapy

Antibiotics — Substances that destroy or inhibit the growth
of microorganisms, particularly disease-causing bacteria '

Antibody — Proteins of the immune system that recognize antigens
thereby triggering an immune response

Antibody library — A collection of genes that encode corresponding
human antibodies

Antigen — Foreign substance stimulating antibody production; binding
partner of antibody

Angiogenesis — Growth of new blood vessels into tissue

Autoimmune Disease — Disease caused by an immune response by
the body against one of its own tissues, cells, or molecules

B BLA — Biologics License Application; document submitted to
introduce a biologic product

C CD38 — Cell surface marker; CD stands for cluster of diffe-
rentiation

Clinic - Clinical stage of drug development; tests on human patients

Corporate Governance — System of relations between the shareholders,
Board of Directors and management of a company

ELISA — Enzyme-Linked Immunosorbent Assay: a biochemical
technique used mainly in immunclogy to detect the presence of an
antibody or an antigen in a sample

EMEA — European Medicines Evaluation Agency

Expression — Conversion of genetic information in a corresponding
protein

FDA — Food and Drug Administration; U.S. Federal Agency for the
Supervision of Food and Drugs

Gene — Part of DNA encoding a defined structure (e.g. a protein)
or a function

Genome — Total DNA of an organism (genes, genetic signalling structures
as well as additional DNA sections)

Genomics — Analysis of composition and interaction of genetic information

Glycosylation — The modification of a protein by adding sugar molecules
to particular amino acids in the protein

Gold standard — Best and most reliable method or technology currently
available; industry standard

GRS Study — Annual German Biotechnology Industry Remuneration Study

H HGB — German accounting standards

HIV — Human Immunodeficiency Virus, leading to the syndrome known
as AIDS

HuCAL — Human Combinatorial Antibody Library. Proprietary antibody
library enabling rapid generation of specific human antibodies for all

applications

Human — Of human origin

ICAM-1 — Intercellular adhesion molecule-1

IFRS — International Financial Reporting Standards; Future EU-wide stan-
dards produced by the IASB

Immunization — Generation of antibodies by administering antigen
In vitro — in a test tube
In vive — in a living organism

IPO — Initial Public Offering; first time a company offers it shares to
the public




L Library — Here - collection of a multitude of different molecules
{gene library, peptide library, protein, especially antivody library)
for screening and/or selection

Life Sciences — All branches of science that study all organisms,
especially living ones

Lymphoma — Cancer that begins in cells of the immune system of the
lymphatic system

Market capitalization — Value of a company's outstanding
shares, as measured by shares times current price

Milestone — Predefined events relating to the development of the sub-
stance into a drug

Monoclonal antibody — Homogeneous antibody originating from a single
clone, proeduced by hybridoma cell

Multiple myeloma — Type of cancer that develops in a subset of white
blood cells called plasma cells formed in the bone marrow

Multiple sclerosis — Disease of the central nervous system characterized
by the destruction of nerve fibers

P Peptide — Shart chain of amino acids
Phage — Abbreviation for bacteriophage, a virus that infects bacteria

Phage display technology — Screening technology; presentation of pep-
tides/proteins of surface of phages

Pre-clinic — Pre-clinical stage of drug development; tests in animal mod-
els as well as in laboratory essays

Protein — Polymer consisting of amino acids, e.g., antibodies, enzymes
Proteome — Protein complement expréssed by a genome

Psoriasis — Chronic, immune system-related disease, causing inflamma-
tion and damage to involved tissues, primarily the skin
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R R&D - Research and Development

Reagent — A substance used in research and diagnostic
applications

Recombinant — Formed by {rejcombination of parts of one or different
starting DNA molecules

Royalties — Percentage share of ownership of the revenue generated by
drug products

Screening — Searching in libraries for motecules with desired
properties

S,G&A — sales, general and administrative

Specificity — Property of e.g. antibodies to discriminate between differ-
ent, but similar, antigens

'Ir Target — target molecule for therapeutic intervention, e.g. on
surface of diseased cell

TNF-alpha — tumor necrosis factor (TNF) alpha; target molecule for rheu-
matoid arthritis therapy
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Highlights 2005

MorphoSys AG
Announces Expanded
Agreement With
Bristol-Myers Squibb
on Use of HUCAL
GOLD

MorphoSys Acquires
Biogenesis Group in
U.K. and U.S.A
Acquisitions Position
MorphoSys within
Top 5 of European
Research Antibody
Suppliers

(sanuary ) ( FEBRUARY

MorphoSys AG
Reports Preliminary
Financial Results for
2004: MorphoSys
Surpasses Forecast
and Achieves Profit-
ability

First MorphoSys-
generated Antibody
Enters Clinicat Trials
in Partnered Program

Boehringer Ingeiheim
and MorphoSys En-
large Collaboration

MorphoSys Reports
Completion of Equity
Issue

MorphoSys Grantg
immunoGen Acce
to HuCAL GOLD







